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China's  Strategic  Positions  in  Asia 

China's  Relations  with  Asia 

JiisufWanandi  284-293 

Two  centuries  after  the  beginning  of  the  19th  century,  we  are  witnessing  the 
re-emergence  of  China  as  the  global  power.  China's  good  policies  towards 
Southeast  and  Northeast  Asia  began  following  Deng  Xiaoping's  visit  to 
several  Southeast  Asian  countries  in  1978.  This  relation  continues  with  her 
friendly  economic  poUcies  during  the  1997-1998  Asian  Financial  Crisis,  sup- 
ports on  and  alliances  with  ASEAN  and  ASEAN  Plus,  investments  in  the 
regions,  and  free  trade  agreements.  China's  policies  towards  Asia  can  also 
be  understood  by  looking  at  her  relationship  with  the  U.S..  On  this  matter, 
the  regional  institution  building  in  East  Asia  with  the  U.S.  as  a  member  will 
become  so  important  to  stabilize  relationship  between  the  two  great  powers. 
We  keep  U.S.  presence  in  East  Asia  for  strategic  balance  and  we  develop  re- 
gional institutions  to  stabilize  relations  with  China.  China's  domestic  chal- 
lenges, including  rising  inequality,  environmental  issues,  political  freedom, 
government  transparency  including  her  defense  budget,  stand  on  her  way  of 
a  stable  development.  But,  her  economic  power  can  translate  into  political 
power.  There  are  mutual  efforts  to  keep  stable  relations  with  Japan  and  India. 
Meanwhile,  the  Shanghai  Cooperation  Organization  is  an  avenue  to  create 
confidence  building  measures  with  Russia  and  Central  Asia.  [Ed.] 

Is  China's  Rise  a  Threat  to  Regional  Stability  in  Asia? 

Jann  Christoph  von  der  Piitten  294-308 

This  contribution  analyses  the  development  of  China's  new  foreign  policy  of 
multilateralism  in  Central  Asia.  The  paper  argues  that  the  Shanghai  Coopera- 
tion Orgaiuzation,  despite  its  lack  of  institutionalization,  had  lasting  effects 
on  regional  stability  in  Central  Asia.  It  analyses  the  SCO  as  a  nascent  secu- 
rity community  based  on  shared  norms,  values  and  identities;  assesses  the 
strengths  and  weaknesses  of  the  SCO  and  gives  an  overview  of  what  works 
and  what  does  not  work  in  the  organization.  The  argument  is  that  the  pro- 
cesses of  socialization,  dialogue  and  interaction  between  the  participating 
states  are  most  important.  In  this  regard  the  SCO  has  characteristics  similar 
to  regional  organizations  in  the  Asia-Pacific,  like  e.g.  the  ASEAN  Regional 
Forum  or  ASEAN  itself  respectively  The  effects  of  China's  new  foreign  po- 
licy of  multilateralism  are  analyzed  as  a  driving  force  in  the  formation  of  the 
Shanghai  Cooperation  Organization.  The  paper,  thus,  gives  an  analysis  of 
China's  receptiveness  for  norm  and  value  based  security  cooperation.  Finally, 
this  contribution  will  analyse  what  implications  the  research  findings  have  for 
Southeast  Asia  and  Indonesia. 
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How  Does  the  ASEAN-China-Free  Trade  Agreement  Pre- 
pare Indor\esia  to  Become  a  Global  Economic  Player? 
Aimee  Dawis  309-318 

As  the  largest  country  in  ASEAN  (Association  of  Southeast  Asian  Nations) 
and  one  of  the  best  economic  performers  in  Asia  in  recent  years,  Indonesia's 
policy  makers  need  to  learn  from  how  Indonesia  and  China  dealt  with  the 
controversies,  anxieties  and  critiques  that  occurred  in  Indonesia  in  the  months 
following  the  realization  of  the  ASEAN-China  Free  Trade  Agreement  (FTA) 
on  January  1,  2010.  Although  the  biggest  issues  arising  from  the  FTA  would 
be  the  economic  ramifications,  it  would  be  useful  for  economists,  policy  ma- 
kers, besides  observers  of  Indonesia-China  relations,  to  also  look  at  the  his- 
torical and  cultural  contexts  involving  the  two  counfries.  For  this  reason,  the 
paper  presents  a  brief  history  of  the  ASEAN-China  FTA,  while  also  providing 
historical  insight  specific  to  Indonesia-China  relations  leading  to  the  FTA  dis- 
cussions. Through  the  analysis  and  observations,  the  paper  concludes  that 
Indonesia  must  have  a  more  effective  two-way  communication  between  the 
government  and  the  business  sector.  Careful  research  and  skilful  negotia- 
tions must  also  be  practiced  by  the  government  and  relevant  groups  such  as 
the  Indonesian  Chamber  of  Commerce  and  APINDO  (Indonesian  Association 
of  Employers)  to  elevate  Indonesia's  status  to  become  a  respected  country  in 
future  toade  agreements. 

Investment  in  Indonesia 


Global  Trade  Challenges  in  the  midst  of  the  Climate  Change 

Agenda      Mari  Pangestu  &  Sjamsu  Rahardja  319-340 

This  article  discusses  the  relationship  and  the  challenges  in  matching  the  frade 
and  climate  change  agenda.  It  summarizes  the  multilateral  issues  of  trade  and 
climate  change.  Among  them  is  the  root  cause  of  the  different  perspectives 
on  UberalLzation  of  environmentally  friendly  goods  (or  EG).  Another  issue  is 
the  increasing  number  of  unilateral  actions,  which  implement  frade  instru- 
ments such  as  non-tariff  policies  for  environmental  reasons,  especially  by  de- 
veloped countries.  Meanwhile,  we  also  see  a  close  correlation  between  the 
trade  agreement  on  environmentally  friendly  product  and  technology  with 
the  Doha  Round  negotiations.  As  a  member  of  the  G-20,  Indonesia  has  an 
important  role  in  the  efforts  to  lessen  the  effects  of  climate  change.  It  is  nor- 
mal for  Indonesia  to  have  an  open  frade  policy  for  environmentally  friendly 
technology  products.  However,  Indonesia  also  faces  challenges  in  the  number 
of  environmental  policies  that  have  frade  implications.  This  is  where  coordi- 
nation between  government  and  private  sectors  must  occur  in  order  to  take 
proactive  steps  to  prevent  problems  before  they  are  exposed  and  bring  bigger 
costs.  [Ed.] 


Indonesia's  21st  Century  Growth  Story 

Gita  Wirjawan  341-349 

Indonesia's  investment  roadmap  is  divided  into  four  phrases:  (1)  realization 
of  quick  wins,  notably  in  the  natural  resources  sector;  (2)  infrastructure  roll- 
out, for  both  hard  and  soft  assets;  (3)  transition  to  large-scale  industrialization; 
(4)  the  creation  of  a  knowledge-driven  economy.  Policy  makers  in  Indonesia 
may  learn  from  China  and  India  to  navigate  Indonesia's  course  for  continued 
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economic  growth.  On  the  energy  sector,  Indonesia  should  transform  partner- 
ship from  arm's-length  transactions  to  deeper  relationships  with  China's  and 
India's  national  oil  companies  based  on  joint  concerns  about  national  security. 
Indonesia's  is  still  left  behind  China  and  India  with  respect  to  hard  and  soft 
infrastructures,  which  include  power  generation  per  capita,  the  provisions  of 
roads  per  capita,  and  education.  Fewer  jobs  created  per  one  percentage  GDP 
growth  builds  up  pressures  on  de-urbanization.  However,  inefficiencies  cou- 
pled with  poor  infrastructures  have  crimped  productivity,  heightening  food 
security  concerns.  On  the  environmental  front,  the  swelling  of  the  middle 
class  in  China,  India,  and  Indonesia  will  cause  a  strain  on  the  environment. 
Indonesia  must  clearly  keep  in  mind  that  the  fundamental  purpose  of  the 
government's  quest  for  economic  growth  and  development  is  to  leave  a  sus- 
tainable world  for  successive  generations.  [Ed.] 

Improving  Investment  Climate  in  Indonesia 

B.  Raksaka  Mahi  350-367 

This  paper  presents  what  the  government  has  done  on  the  policies  toward  im- 
proving investment  climate  in  Indonesia,  in  particular  for  the  period  of  2005- 
2009.  There  are  five  areas  of  the  focus  of  investment  climate  policies  in  Indo- 
nesia :  (1)  certainty  and  clarity  of  investment  regulation,  (2)  synchronization  of 
central  and  local  government  regulations,  (3)  ease  of  Investing,  (4)  provision 
of  investment  facilities,  (5)  ease  of  doing  business.  For  the  first  time  in  more 
than  30  years,  Indonesia  has  a  new  investment  law  (Law  No.25 /2007),  which 
is  supported  by  many  implementing  regulations.  This  paper  also  elaborates 
challenges  on  the  implementation  of  the  policies,  especially  the  implementa- 
tion of  tile  policies  at  the  local  level  in  the  era  of  decentralization  and  regional 
autonomy.  On-going  improvement  on  investment  climate  becomes  important 
particularly  to  support  establishment  of  physical  infrastructures  in  Indonesia. 
Finally,  this  paper  also  provides  recommendations  for  a  further  sustainable 
improvement  of  investment  climate  in  Indonesia.  Those,  among  others,  rely 
on  the  ability  of  creating  a  good  mechanism  of  reward  and  penalty,  a  strong 
commihnent  to  regulatory  reform,  optimal  use  of  One  Stop  Service  (OSS)  for 
investment,  and  finding  a  more  sustainable  policy  for  the  future. 

Review  of  Developments 

Regional  Developments  in  Defense  Technology  and  Industry 
Evan  A.  Laksmana 

Promising  Growth  Under  the  Shadow  of  Rising  Prices 
Fajar  B.  Hirawan 
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CHINA'S  RELATIONS  WITH  ASIA 

Jusuf  Wanandi 


Introduction 

Until  the  beginning  of  the  19"'  century,  China  was  the  biggest 
economy  with  around  one  third  of  the  globe's,  thus,  made  it  a  great 
power.  But  starting  with  the  Opium  War,  her  power  declined,  and  at 
the  end  of  the  19*  century  she  became  the  "sick  man"  of  East  Asia. 

The  Republic  was  proclaimed  in  1911,  but  there  were  instabilities 
in  a  row  until  the  Japanese  invaded  China  in  1936  and  occupied  the 
coastal  part  of  China.  At  the  end  of  the  war.  Civil  War  started  and  the 
CCP  took  power  in  October  1949.  China  got  stabilized  and  developed 
again  after  Deng  Xiaoping  came  to  power,  and  the  Party  proclaimed 
China  to  open  up  and  modernize  at  the  end  of  1978.  During  the  dynas- 
ties, the  tributary  system  was  applied  on  the  neighboring  cotmtiies, 
but  there  were  no  record  of  occupations  by  China. 

hi  the  wake  of  the  end  of  the  Ching  Dynasty  and  the  war  against 
Japan  followed  by  the  Civil  War,  China  was  pre-occupied  with  many 
instabilities.  It  was  only  after  the  CCP  took  over,  that  China  started  to 
pay  attention  to  the  region  aroimd  her.  It  began  badly  with  the  Korean 
War  because  the  Chinese  thought  the  U.S.  was  going  to  invade  them  as 
part  of  the  Cold  War  effort  by  the  U.S.  It  caused  a  lot  of  sufferings  and 
big  sacrifices  on  their  side. 


Jusuf  Wanandi  is  the  Vice  Chair  of  the  Board  of  Trustees  of  the  CSIS  Foundat  ion. 

This  is  an  edited  version  of  the  author's  paper  presented  at  The  24tli  Asia  Pacific 
Roundtable,  Plenary  Session  1,  on  "China's  Relations  ivith  Asia:  Past,  Present  and 
Future,"  Sheraton  Imperial,  Kuala  Lumpur,  Malaysia,  7-9 ]une,  2010. 
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Through  the  first  Afro- Asia  Conference  in  Bandung  in  1955,  Chi- 
na began  to  open  up  to  the  world.  After  the  split  with  the  USSR  in 
1960,  the  Soviet  Union  became  another  source  of  threat  that  eventually 
paved  the  way  to  de  facto  relationship  with  the  U.S.  against  the  Soviet 
Union  in  1973;  and  under  President  Jimmy  Carter  it  was  elated  to  the 
fuU  diplomatic  relations  in  1979. 

Meanwhile  in  1964-1965  there  was  a  period  of  axis  relationship 
between  China  and  Indonesia,  North  Korea,  North  Vietnam  and  Cam- 
bodia against  the  West,  but  it  was  short-lived  due  to  domestic  develop- 
ments in  China  (Cultural  Revolution)  and  the  abortive  coup  of  the  PKI 
in  Indonesia. 

In  the  period  of  1950's-1960's,  despite  the  domestic  instabilities 
("great  leap  forward"  and  "the  Cultural  Revolution"),  China  kept  the 
efforts  of  solidarity  to  the  Commimist  Parties  in  South  East  Asia,  in  the 
form  of  subversion  and  infiltration  politically  like  in  Burma,  Thailand, 
Malaysia /Singapore,  the  Philippines  and  Indonesia  and  in  some  in- 
stances militarily  especially  in  the  Vietnam  War. 

Those  activities  stopped  in  1979  following  Deng  Xiaoping's  visits 
to  several  South  EasfAsian  countries  in  1978.  And  the  new  law  on  Chi- 
nese Citizenship  of  1979  even  went  further  by  stipulating  that  Chinese 
descents  in  South  East  Asia  who  were  already  citizens  of  the  coimtries 
where  they  lived,  were  no  more  Chinese  citizens,  and  have  to  be  loyal 
to  their  respective  coimtries  concerned.  The  Chinese  citizens  residing 
overseas  have  to  be  law  abiding  in  the  coimtries  where  they  live.  M 

This  law  is  important  because  before  then  the  Nationalist  Govern- 
ment recognized  the  'ius  sanguinis'  principle  and  considered  every- 
body who  has  Chinese  blood  are  automatically  Chinese  citizen,  which 
created  the  problems  of  dual  nationalities  and  dubious  loyalties  to  the 
South  East  Asian  coimtries. 

Since  then  on,  China  applied  a  policy  of  good  neighborhood  to- 
wards South  East  and  North  East  Asia,  because  she  needs  a  stable  en- 
vironment to  be  able  to  develop  her  economy  and  to  modernize.  And 
that  has  been  maintained  up  till  now,  and  hopefully  in  the  future. 

Only  one  aberration  happened  against  Vietnam  when  Vietnam 
invaded  Cambodia  and  got  rid  of  the  Khmer  Rouge  who  then  were 
China's  allies,  established  a  friendly  government  there.  China  invaded 
the  Northern  part  of  Vietnam  until  just  outside  Hanoi  in  early  1979  and 
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damaged  the  territory  along  its  border.  China  also  learned  that  the  PLA 
(People's  Liberation  Army)  due  to  domestic  upheavals  in  China  was 
not  in  its  best  of  form  and  had  a  lot  of  casualties  in  the  invasion. 

China  meant  to  teach  Vietnam  a  lesson,  because  it  supported  Viet- 
nam during  the  war  and  sacrificed  a  lot  for  her,  with  no  gratitude  on 
the  Vietnam  side.  China  fully  participated  in  the  resolution  on  Cam- 
bodia in  the  Paris  Agreement  1990.  She  also  normalized  relationship 
afterwards  with  Indonesia,  Singapore  and  Brimei  in  1990  and  1991, 
and  she  did  it  earlier  with  the  other  ASEAN  coimtries. 

In  the  crisis  of  1997-1998  China  refrained  from  devaluing  the 
Renmimbi,  and  prevented  more  competition  from  her  exports  to  the 
West  against  the  other  East  Asian  coimtries  which  were  affected  by 
the  crisis  such  as  Thailand,  Indonesia,  Malaysia  and  South  Korea.  She 
also  signed  the  ASEAN  Treaty  of  Amity  and  Friendship  and  joined  the 
ASEAN  Regional  Forum.  In  2000  China  proposed  to  ASEAN  an  FTA 
to  be  signed  with  early  harvest  principle  and  followed  that  up  with 
an  investment  and  services  agreements  to  make  the  treaty  effective  by 
January  2010. 

China  is  active  in  the  ASEAN  plus  Three  processes  in  1997  and 
later  joined  the  East  Asian  Summit  in  2005.  It  is  important  that  China 
agreed  on  the  principle  of  a  Code  of  Conduct  on  the  South  China  Sea, 
albeit  she  has  not  followed  it  up  with  the  code. 

ASEAN  has  a  strategic  partnership  with  China  which  created  a 
cooperation  in  many  fields.  On  the  economic  side,  there  is  the  worry 
in  the  last  few  years  of  a  trade  imbalances  where  the  ASEAN  coun- 
tries' exports  to  China  had  not  increased  as  much  as  China's  export 
to  ASEAN.  This  has  to  be  corrected,  and  the  main  thing  is  that  China 
is  willing  to  speed  up  ASEAN's  capabilities  through  cooperation  in 
infrastructure  building  and  in  investment  in  the  manufacturing  field 
(not  only  in  the  resources  field),  especially  in  the  labor-intensive  fields 
to  create  employment  to  ASEAN  members. 

Another  problem  with  ASEAN  is  the  need  for  China  to  cooperate 
more  closely  on  the  joint  development  of  the  Greater  Mekong  Delta, 
since  she  has  the  upper  part  of  the  river,  which  is  critically  important 
to  many  ASEAN  countries  along  its  way. 

On  the  security  side,  obviously  the  process  will  be  slower,  but 
one  thing  important  for  ASEAN  is  to  be  able  to  formulate  witli  China 
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the  agreement  on  the  code  of  conduct  in  the  South  China  Sea.  If  not 
handled  properly  this  issue  may  hamper  the  future  security  relations, 
and  can  become  a  source  of  tension  and  distrust  which  should  not  be 
allowed  to  happen. 

The  most  important  bilateral  relations  for  the  region  is  between 
China  and  the  US.  How  that  will  develop  will  define  the  other  East 
Asian  countries  policies. 

Due  to  the  shifting  of  economic  power  towards  East  Asia,  mainly 
due  to  the  rise  of  China's  economic  power,  the  question  arises  how 
the  relationship  between  the  U.S.  and  China  is  going  to  develop  in  the 
longer  term. 

First,  it  has  to  be  recognized  that  there  is  indeed  some  decline  of 
U.S.  power,  among  others  due  to  the  financial  crisis  starting  in  the  U.S., 
the  relative  rise  of  other  emerging  powers  and  the  state  of  her  economy 
that  in  the  next  decade  will  face  difficulties  due  to  the  big  debt  of  the 
Government.  And  the  real  worry  is  her  productivity  decline  in  the  fu- 
ture, which  is  critical  besides  demographic  factors.  And  for  the  next 
few  years  she  is  still  facing  two  wars  in  Iraq  and  Afghanistan.  Besides 
that  domestic  politics  is  facing  a  gridlock,  which  will  influence  deci- 
sion making  processes  in  the  future,  although  on  foreign  policy  issues 
divide  and  disunity  are  less  than  on  domestic  ones. 

But  that  decline  is  relative.  For  the  time  being,  in  the  next  decade 
or  two,  the  U.S.  will  still  be  the  strongest  military  power  with  also  a 
lot  of  soft  power  due  to  her  intellectual  and  cultural  influence.  And 
the  U.S.  leadership  does  imderstand  that  the  U.S.  is  now  limited  in  its 
ability  be  able  to  do  it  alone  on  many  issues  and  challenges,  global, 
regional  or  local.  That  is  why  President  Obama  has  proposed  a  multi- 
lateral approach  and  the  strategy  in  the  U.S.  foreign  relations. 

The  U.S.  presence  in  East  Asia  on  the  Western  Pacific  has  been  a  sta- 
bilizing power  after  WW  E  and  could  be  so  in  the  future.  She  has  done  it 
through  her  alliances  particularly  with  Japan  and  the  others  (Australia, 
South  Korea,  Thailand  and  the  Philippines)  that  has  benefitted  the  whole 
region,  which  has  been  recognized  by  almost  all  the  countries  in  East 
Asia,  including  China.  This  is  because  the  big  powers  in  the  region,  na- 
mely China,  Japan  (and  the  U.S.)  accepted  the  primacy  of  the  U.S.  in  East 
Asia  in  the  last  few  decades,  which  has  sustained  peace  and  stability. 


288 


THE  INDONESIAN  QUARTERLY,  Vol.  38,  No.  3,  2010 


Of  course  U.S.  decline  has  been  predicted  before,  but  this  time 
it  is  different,  because  the  challenge  has  hit  its  most  fundamental 
source  namely  its  eclipse  as  the  world  most  productive  economy.  It 
is  not  only  due  to  demographic  factors  alone,  but  the  combination  of 
demographics  and  labor  productivity. 

This  will  depend  mostly  on  how  the  U.S.  will  respond  to  China's 
rise.  It  may  slowly  with-draw,  or  share  power  with  China,  or  it  can  try 
to  maintain  primacy  by  contesting  China's  challenge.  The  main  worry 
is  about  a  strategic  competition  between  the  two.  This  will  put  East 
Asian  countries  in  a  difficult  situation.  That  is  why  the  regional  insti- 
tution building  in  East  Asia  with  the  U.S.  as  a  member  will  become  so 
important,  besides  a  stable  relationship  between  the  two  great  powers. 

On  the  one  hand,  we  keep  US  presence  in  East  Asia  for  keeping 
strategic  balance  and  having  choices  during  this  transition  period.  But 
at  the  same  time  we  also  develop  regional  institutions  (and  stabilized 
relations  with  China).  These  institutions  will  create  a  possibility  for 
CBMs  (Confidence  Building  Measures),  cooperation  and  preventing 
misjudgments  on  each  other  intentions.  Somewhat  like  Indonesia  has 
done  with  ASEAN,  to  keep  herself  in  a  structure  for  CBMs  and  for 
cooperative  purposes.  The  critical  problem  will  be  how  the  U.S.  and 
China  have  to  cooperate  that  will  be  acceptable  to  both,  and  to  create 
peace  and  stability,  not  only  in  East  Asia,  but  also  globally. 

Until  now  there  is  the  Strategic  and  Economic  Dialogue  between 
the  U.S.  and  China,  considered  by  Joshua  Cooper  Ramo,  Managing 
Director  of  Kissinger  Associates,  as  not  adequate  and  too  formal. 
More  important  and  more  acceptable  to  China  should  be  what  he 
called  "co-evolution"  where  China  can  work  together  with  the  U.S.  in 
thinking  about  the  new  rules.  Something  like  the  U.S.  has  cooperated 
and  reacted  with  China  on  the  financial  crisis  which  is  informal  but 
constant,  based  on  working  groups  that  evolve  and  move  at  adjustable 
paces.  Ramo  also  recognized  that  this  was  not  going  to  be  easy  to 
implement,  because  the  U.S.  would  like  to  impose  its  own  solutions. 
But  with  President  Obama,  who  has  the  open-mindedness,  tlie  patience 
and  the  willingness  to  compromise  if  necessary,  Ramo's  strategy  can 
be  entertained. 

Before  these  efforts  of  new  bilateral  relations  between  China  and 
the  U.S.  will  succeed,  the  effectiveness  of  the  regional  institutions  could 
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have  a  bearing  on  the  strategic  developments  in  East  Asia,  (especially 
the  EAS  where  the  U.S.  soon  could  join),  and  a  substantial  level  of 
cooperative  security  based  on  trust  could  be  achieved,  it  should  be 
imperative  in  the  transition  period  to  have  the  existing  bilateral 
alliances  with  the  U.S.  still  in  place. 

This  paper  is  to  discuss  the  change  in  China  that  is  medium  to 
long-term.  While  China  is  becoming  a  great  economic  power,  per  capi- 
ta-wise she  still  has  a  long  way  to  go  compared  to  USA  or  Japan,  which 
in  general  have  8  to  10  times  more  per  capita  income. 

Besides,  China  has  a  long  list  of  challenges  to  face  except  for  the 
constant  8-10%  growth  in  the  last  30  years  and  maybe  another  10-20 
years  ahead,  which  in  2010  already  make  her  economy  the  second 
largest  after  the  USA,  and  surpassed  that  of  Japan's.  China  recognizes 
these  huge  challenges: 

•  Discrepancy  in  income,  which  has  become  more  serious,  especial- 
ly between  the  coastal  and  the  inner  part  of  China,  and  between 
the  rural  and  city  as  well  as  between  manufacturing  and  agricul- 
ture (farmers)  sectors; 

•  The  problems  of  the  environment,  especially  water  shortage  which 
has  become  critical  and  air-pollution; 

•  The  challenges  of  political  opening  and  development,  as  part  of 
the  success  of  economic  development,  is  a  critical  one  that  the  Chi- 
nese leadership  is  aware  of  and  try  very  hard  to  respond.  It  is  not 
easy  for  them,  but  in  the  meantime  they  have  done  a  lot  in  having 
more  civil  liberties  for  the  people.  There  are  two  things  that  are 
critical  for  them  to  fulfiU:  freedom  of  speech  through  open  pub- 
lications (although  now  somewhat  improved),  and  the  second  is 
the  right  to  freely  organize  political  activities,  especially  that  are 
different  from  the  government's  policies.  They  are  struggling  how 
to  enlarge  the  political  space  that  they  have  established  at  the  vil- 
lage level  in  electing  their  leaders,  to  other  higher  entities  includ- 
ing cities  and  regencies; 

•  The  problems  of  goveniment  transparency  and  the  related  cor- 
ruption that  has  been  created  is  another  serious  problem  for  the 
leadership.  They  know  how  serious  this  is,  which  was  been  one  of 
the  main  reasons  for  the  Tienanmen  incident,  and  therefore,  criti- 
cal to  prevent  another  one.  Because  stability  is  so  paramount  for 
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development,  they  have  started  since  then  to  create  ways  to  con- 
trol and  prevent  corruption.  But  in  a  fast  developing  economy  like 
China's,  it  will  not  be  easy  because  so  many  chances  will  be  open 
to  corruption. 

China's  rising  defense  budget  is  seen  as  source  of  apprehension 
by  others  especially  her  neighbors,  because  it  has  never  been  transpar- 
ent nor  its  purposes  are  clear.  This  has  to  change  if  China  would  like 
to  get  the  trust  from  others.  She  does  understand  this,  but  actions  are 
needed  to  change  this  non-transparency  and  lack  of  purpose. 

They  might  eventually  know  that  their  model  of  development  is 
excessive  in  using  too  many  resources  and  create  damaging  pollution 
as  well  as  social  problems.  They  are  looking  for  ways  to  change  it, 
although  maybe  not  fast  enough,  because  change  is  a  difficult  issue. 
In  all  her  efforts  for  modernization  and  economic  development,  China 
knows  that  stability  (political  and  economic)  is  vital,  and  that  is  one  of 
China's  main  consideration  in  her  foreign  policy  too. 

It  is  a  fact  that  economic  achievements  and  development  does  not 
translate  immediately  into  political  power.  But  it  can  happen  abrupt- 
ly after  a  certain  level  of  economic  developments  which  China  can 
achieve  in  the  next  two  decades.  In  the  meantime  we  have  to  admit 
while  the  leadership  has  become  more  assertive  in  their  "core  interest" 
issues  such  as  Taiwan  or  Tibet  and  SLOC  (Sea  Lines  of  Communica- 
tion), China  is  a  status  quo  power  which  is  not  geared  for  a  revolu- 
tionary change  of  the  international  system.  But  in  accordance  with  her 
growing  power  it  is  natural  to  expect  some  more  assertiveness  on  her 
part,  and  especially  on  her  "core  interest",  although  it  is  expected  that 
she  can  do  that  with  more  finesse  in  the  future.  And  there  are  no  indi- 
cations so  far  that  China  is  entertaining  to  take  over  world  leadership 
from  the  U.S.,  or  that  she  is  preparing  herself  to  that  purpose  because 
her  domestic  challenges  are  so  huge,  and  that  will  remain  her  main 
pre-occupation  for  the  next  few  decades. 

Two  most  important  actions  and  policies  the  Chinese  can  take  to 
alleviate  the  problem  of  her  credibility  are: 

•  To  be  more  transparent  on  her  domestic  political  policies  and  the 
changes  she  has  and  are  taking,  especially  on  her  defense  poli- 
cies and  defense  build-up.  One  of  the  difficulties  to  understand 
Chinese  politics,  besides  the  language  is  the  political  jargon  that  is 
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very  important  for  the  Chinese  leadership  to  explain  about  their 
policies  to  their  people,  such  as  the  "three  Represents"  of  Presi- 
dent Zhang  Zemin  or  the  "Scientific  Outlook  on  Development" 
of  President  Hu  Jintao.  These  political  jargons  are  vital  to  under- 
stand the  basic  changes  in  Chinese  policy. 
•  Second,  to  become  a  trustful  member  and  leader  of  regional  in- 
stitutions, which  are  important  platforms  and  mechanisms  to  be 
able  to  get  through  to  other  members  in  East  Asia  and  the  Asia 
Pacific,  which  are  the  most  critical  and  important  part  of  the  globe 
and  the  region  for  China,  and  to  be  trusted  and  accepted  by  them. 
The  APT  (ASEAN  plus  Three),  EAS  (East  Asia  Summit),  and 
APEC  (Asia-Pacific  Economic  Council),  ARE  (ASEAN  Regional 
Fonmi)  are  the  most  important  ones  for  that  purpose.  The  U.S.  for 
that  matter  should  also  be  invited  to  the  East  Asian  Summit  to  be 
able  to  have  more  CBMs,  dialogues,  and  exchanges  with  the  Chi- 
nese in  a  regional  enviroimient  including  other  actors,  to  comple- 
ment their  bilateral  relations.  The  invitation  to  the  U.S.  to  become 
a  member  (together  with  Russia)  are  being  prepared  by  ASEAN 
Foreign  Ministers  and  will  be  in  a  short  time  delivered.  The  EAS  is 
mainly  for  strategic  dialogues  at  the  Summit  level  on  most  critical 
issues  of  the  region,  including  in  security  matters. 

Relations  with  Japan 

China's  relations  with  Japan  is  improving  fast,  because  Takeo 
Hatoyama  and  Ichiro  Ozawa,  and  the  DPJ  in  general,  are  very  keen  on 
improving  Japan's  policy  towards  East  Asia,  especially  towards  China. 
Hatoyama  has  shown  some  trust  to  the  Chinese  in  the  context  of 
establishing  a  future  East  Asian  Community.  In  addition,  he  has  shown 
that  he  really  is  willing  to  put  aside  the  historical  impediments  to  the 
relationship  which  is  well  appreciated  by  the  Chinese.  How  much  the 
new  PM  Kan  is  going  to  continue  this  line  with  China  has  yet  to  be 
seen. 

This  policy  inclination  should  not  necessarily  cause  an  impedi- 
ment in  the  Japan-U.S.  relations.  It  is  indeed  a  bad  policy  that  shows 
Hatoyama 's  lack  of  experience  for  not  to  relating  it  to  the  U.S.  in  the 
first  place  as  a  close  ally  should  do,  especially  on  the  deal  of  Okinawa's 
bases  problem. 
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A  good  relationship  between  Japan  and  China  could  be  well-re- 
ceived by  the  U.S.  if  well  communicated,  as  a  good  bilateral  relations 
between  the  U.S.  and  China  should  be  well  received  by  Japan  as  well. 
All  this  would  also  be  good  for  the  region  of  East  Asia  and  globally. 

There  are  some  new  developments  between  the  US  and  Japan  af- 
ter PM  Kan  took  over  for  the  good  of  the  relationship.  And  this  not 
necessarily  will  have  negative  impact  on  Japan-China's  relations. 

Relations  with  India 

Meanwhile,  the  China-India  relations  is  improving  because  of 
mutual  efforts  on  both  sides  albeit  there  are  real  problems  like  the  dis- 
pute on  boundaries,  the  problem  of  Tibet  and  the  Indian  support  to  the 
Dalai  Lama.  But  since  the  war  in  1962,  the  economic  relation  has  grown 
in  the  last  decade  to  over  30  billion  USD,  although  the  imbalances  in 
favor  of  China  has  created  some  new  frictions.  The  long  term  problem 
is  really  of  two  great  powers  living  next  to  each  other  with  real  differ- 
ences in  many  things: 

-  value  system  of  the  society  and  its  relations  with  the  state; 

-  the  importance  of  the  state; 

-  the  political  system; 

-  the  problem  of  Pakistan; 

-  the  strategic  role  that  both  are  playing  in  the  region. 

But  both  India  and  China  are  aware  of  these  challenges  and  they 
are  trying  to  keep  the  relationship  in  balance. 

Relations  with  Russia 

China's  borders  of  over  4,300  km  with  Russia  albeit  covered  in  a 
joint  treaty,  will  always  be  a  fact  that  will  have  a  bearing  on  the  trust 
and  relations  between  the  two  countries.  For  now,  there  is  the  interest 
for  a  closer  cooperation  to  face  the  U.S.  hegemony  in  tlie  region.  The 
Shanghai  Cooperation  Organization  is  one  avenue  for  that  in  addition 
to  the  willingness  to  create  CBMs  and  cooperation  to  cope  with  Mus- 
lim extremist  groups  from  Central  Asia.  It  is  also  important  to  note  that 
the  search  for  energy  and  resources  can  be  another  reason  for  competi- 
tion or  cooperation  in  the  future. 
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It  is  a  geographic  fact  that  the  Asian  part  of  Russia  is  not  well  po- 
pulated, and  that  Chinese  migrants  in  that  part  and  along  the  border, 
while  important  for  trade,  have  been  a  factor  of  nuisance  which  need 
real  attention  on  both  sides  not  to  create  unnecessary  problems. 

Relations  with  Central  Asia 

The  Central  Asian  cotmtries  are  important  to  China  for  its  energy 
and  natural  resources,  as  well  as  to  prevent  the  Uighur  Muslim  ex- 
tremists from  Xinjiang  to  look  for  sanctuaries  along  the  common  bor- 
ders with  China.  Again  the  Shanghai  Cooperation  Organization  can  be 
very  useful  to  cover  for  both  purposes. 

Concluding  Remarks 

First,  it  has  to  be  recognized  that  China's  remarkable  develop- 
ments and  growth  which  can  possibly  continue  for  another  one  and  a 
half  to  two  decades  have  been  the  basis  of  our  recognition  of  her  power 
in  other  fields  than  in  the  economic  one.  But  this  assessment  is  still  a 
matter.  It  is  conceivable  that  the  development  of  its  political  influence 
through  diplomacy  or  military  might  will  be  delayed,  but  it  is  also  con- 
ceivable to  see  a  sudden  surge  if  in  2030  China  can  catch  up  with  the 
US  GDP  or  even  surpasses  it.  This  is  just  a  matter  of  power  projection 
for  the  future. 

One  can  expect  that  China  is  willing  to  be  more  assertive  in  rela- 
tion to  her  "core  national  interests".  She  must  be  engaged  in  the  right 
way  in  dealing  with  new  rules  where  she  is  going  to  co-decide  with  the 
U.S.  in  the  future. 

As  her  history  suggests  you  can  expect  that  in  the  fuhire  she  is 
more  willing  to  exert  vetoes  when  it  comes  to  these  "core  interest".  For 
us,  ASEAN,  it  is  most  important  to  have  a  balanced  bilateral  relation- 
ship with  China  as  a  partner,  and  at  the  same  time  do  our  utmost  to  get 
the  regional  institutions  really  off  the  ground  to  be  able  to  have  CBMs 
and  cooperation  towards  mutual  trust  and  acceptance  of  each  other  in 
the  context  of  a  regional  cooperation  environment. 
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Introduction 

China's  rise  is  one  of  the  most  discussed  topics  in  international  re- 
lations today.  The  current  debate  on  China's  rise  led  to  the  formulation 
of  the  so-called  'China  threat  theory',  which  emerged  in  the  US  in  the 
early  1990s.  Advocates  of  the  'China  threat',  like  John  J.  Mearsheimer 
argue  that  China's  rise  will  cause  confrontations  with  the  rest  of  the 
world,  particularly  the  US  -  the  last  remaining  superpower  -  but  also 
its  neighbouring  countries,  and  are  mainly  opposed  by  liberalist  argu- 
ments of  the  positive  effects  of  interdependence  and  democratic  devel- 
opment induced  by  economic  growth^ 

This  research  paper  will  analyse  the  impact  of  China's  rise  from  a 
constructivist  perspective.  Through  a  case  study  of  China's  multilateral 
relations  with  its  Central  Asian  neighbours  in  the  Shanghai  Coopera- 
tion Organization  (SCO),  the  paper  will  examine  how  China's  rise  af- 
fects regional  stability  in  Central  Asia.  In  particular,  the  research  will 
analyse  if  the  platform  for  dialogue,  interactions  and  socialisation  offe- 
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red  by  the  SCO  leads  to  the  creation  of  a  security  community^  and  thus 
helps  to  overcome  the  security  dilemma,  promotes  peaceful  change 
and  strengthens  regional  security.  Does  China's  new  diplomacy  of  in- 
creasing multilateralism  even  help  to  promote  stability  or  is  the  real- 
ist prediction  of  a  'China  threat'  irreversible  and  China's  development 
will  inevitably  lead  to  conflict?  This  research  paper  will  finally  assess 
what  implications  these  developments  have  for  the  Southeast  Asian 
region  and  give  recommendations  for  Indonesia's  foreign  policy. 

Theoretical  Implications 

According  to  Deutsch,  "a  security  community  is  a  group  of  peo- 
ple, which  have  become  'integrated'"  through  "the  attainment ...  of  a 
sense  of  commimity  and  of  institutions  and  practices  strong  enough 
and  widespread  enough  to  assure,  for  a  'long'  time,  dependable  expec- 
tations of  peaceful  change  among  its  population"^.  Deutsch's  concept 
is  based  on  social  learning  and  the  formation  of  identities  driven  by 
transactions,  interactions  and  socialisation,  which  open  up  the  possibi- 
lity to  manage  international  anarchy  and  bypass  the  security  dilemma. 
It  offers  a  frameworkTo  study  the  impact  of  international  and  regional 
institutions  in  promoting  peaceful  change  in  international  relations.^ 

Security  communities  are  groups  that  develop  the  ability  to  in- 
teract peacefully  and  manage  conflicts  without  falling  back  to  violent 
means  through  the  creation  of  "transaction  flows,  the  spread  of  trans- 
national values,  the  development  of  shared  xmderstandings,  and  the 
generation  of  mutual  trust"^  Important  characteristics  of  a  security 
community  are  thereby  (1)  "absence  of  war"  and  (2)  "absence  of  sig- 
nificant organised  preparations  for  war  vis-a-vis  any  other  members"^. 
The  later  refers  to  the  absence  of  the  arms  race,  one  of  the  most  impor- 
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tant  prerequisites  for  peaceful  change  in  international  relations.  The 
distinguishing  feature  of  a  security  community  is  not  the  general  ab- 
sence of  conflict,  but  the  ability  to  manage  conflicts  within  the  group 
peacefully/ 

Acharya  mentions  three  key  elements  of  security  communities: 
institutions,  norms  and  identities.  The  existence  of  institutions  is  not  a 
necessity  for  security  commimity-building,  but  they  help  establishing 
and  developing  security  commimities.  In  the  constructivist  sense  these 
institutions  do  not  only  have  regulatory  functions,  but  help  to  cre- 
ate state  identities  and  interests.^  This  is  important  as  a  constructivist 
perspective  sees  state  interests  not  as  a  "given,  but  [they]  themselves 
emerge  from  a  process  of  interaction  and  socialisation"^. 

Security  communities  are  commonly  based  on  the  norms  of  the 
avoidance  of  war  and  coercion  as  well  as  non-interference  into  other 
member  states'  internal  affairs.  Norms  usually  are  mutually  accepted 
and  respected  rules  of  behaviour  around  which  security  commimities 
develop  a  whole  set  of  norms  and  values.  They  include  legal  and  social 
"norms  [that]  are  contested  and  made  and  remade  through  politics"^", 
enabling  the  participants  to  develop  entirely  new  ones  that  suit  their 
local  cultural,  economic,  and  political  circumstances.  Through  the  co- 
ordination of  values  a  framework  for  cooperative  and  mutually  ben- 
eficial dispute  settlement  is  created,  which  provides  informal  instru- 
ments that  equip  better  to  meet  local  challenges." 

Identity  has  a  central  position  in  the  creation  of  a  "we  feeling", 
which  is  an  essential  part  of  Deutsch's  theory.  To  him  security  com- 
mimities were  an  exercise  in  identity  building,  defined  as  some  degree 
of  generalized  common  identity  or  loyalty^^.  According  to  Hopf,  iden- 
tity has  "three  necessary  functions  in  society:  they  tell  you  and  others 
who  you  are  and  they  tell  you  who  others  are.  In  telling  you  who  you 


Acharya,  Constructing  a  Security  Community. 
"  Acharya,  Constructing  a  Security  Community,  23;  See  also:  Alan  Collins,  "Forming  a  security 
community:  lessons  from  ASEAN",  International  Relations  of  the  Asia-Pacific,  Volume  7  (2007): 
203-225. 

''  Robert  O.  Keohane,  International  Institutions  and  State  Power  (Boulder:  Westview  Press,  1989), 
1-20. 

Peter  Katzenstein,  Cultural  Norms  and  National  Security:  Police  and  Military  in  Posl-War  Japan 

(Ithaca  N.Y.:  Cornell  University  Press,  1998),  38. 
"  Acharya,  Constructing  a  Security  Community. 
"  Deutche,  Internalional  Relations. 
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are,  identities  strongly  imply  a  particular  set  of  interests  or  preferences 
with  respect  to  choices  of  action  in  particular  domains,  and  with  re- 
spect to  particular  actors"".  The  same  as  norms,  identity  is  shaped  and 
reshaped  through  interactions  and  socialisation.  Therefore  Acharya  ar- 
gues that  e.g. "today's  understanding  of  'region'  is  rather  an  'imagined 
community'  than  e.g.  a  physical  area"^"*.  There  are  three  particularly 
important  indicators  for  collective  identity:  (1)  Multilateralism,  (2)  the 
development  of  security  cooperation,  and  (3)  identity  formation^^. 

The  constructivist  approach  is  useful  to  explain  Deutsch's  concept 
of  security  communities,  because  it  allows  (1)  analysing  the  social  con- 
struction of  security  commimities,  (2)  focusing  on  the  transformative 
impact  of  norms  on  state  behaviour  and  (3)  looks  beyond  the  impact  of 
material  forces  in  shaping  international  politics.  In  this  sense  interac- 
tions between  states  can  lead  to  greater  mutual  interdependence  and 
responsiveness,  they  create  new  interests  or  recreate  distinctive  -  but 
shared  -  national  interests  into  common  interests,  they  promote  collec- 
tive identities,  and  in  that  way  they  progressively  render  war  illegiti- 
mate as  a  means  of  problem  solving.  In  sum,  "the  distinctive  character 
of  a  security  community,  in  contrast  to  collective  security  (or  concert) 
arrangements,  is  the  cognitive  transition  that  has  taken  place  whereby 
states,  in  principle,  no  longer  regard  or  fear  force  as  a  mode  of  conflict 
resolution  among  themselves" 

Adler  and  Barnett  offer  a  framework  of  "three  tiers"  to  analyse  the 
development  of  security  commimities.  The  first  tier  is  comprised  of  pre- 
cipitating factors  that  cause  the  states  to  orient  toward  each  other  and 
eventually  to  coordinate  their  policies.  A  trigger  for  the  first  tier  could 
be  a  common  threat.  'Process'  elements  —  transactions,  social  learning, 
and  formation  of  international  organizations  -  and  'structural'  ele- 
ments -  power  and  ideas  -  comprise  the  second  tier.  The  interplay  of 
the  first  two  tiers  leads  to  the  development  of  trust  and  identity  forma- 
tion (the  third  tier).  And  finally,  the  relationship  between  the  three  tiers 
creates  a  "dependable  expectation  of  peaceful  change".^'' 


Ted  Hopf,  "The  Promises  of  Constructivism  in  International  Relations  Theory,"  International 

Security,  Vol.  23,  No.  1  (Summer  1998),  175. 
'■'  Acharya,  Constructing  a  Security  Community,  29. 

Acharya,  Constructing  a  Security  Community,  30. 
'*  Acharya,  Constructing  a  Security  Community,  23  (emphasis  in  Original). 
"  Adler  and  Barnett,  ed..  Security  Communities,  29. 
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Tier  One.  The  Shanghai  Five:  Border  Disputes,  Chinese  Multilater- 
alism and  the  Geopolitics  of  Central  Asia 

The  PRC's  initial  interest  in  the  'Shanghai  Five'  -  the  predecessor 
of  the  SCO  -  v^as  to  solve  its  border  disputes  with  the  Central  Asian 
neighbour  states  to  eliminate  a  potential  source  of  conflict  and  thus 
enable  China  to  concentrate  on  domestic  challenges  and  economic  de- 
velopment. Thereby,  the  most  important  impact  of  the  initial  'Shanghai 
Five'  was  the  provision  of  a  forum  to  discuss  trans-national  problems. 
The  group  initiated  a  process  of  interaction  and  socialisation  between 
China  and  its  North-western  neighbours  that  helped  them  to  orient 
towards  and  interact  with  each  other. 

It  can  be  said  that  China's  willingness  to  solve  its  border  disputes 
through  multilateralism  initiated  -  although  unaware  -  the  prepara- 
tory work  for  security  community  building  in  Central  Asia.  The  work 
of  the  'Shanghai  Five'  introduced  two  requirements  -  and  important 
indicators  -  for  security  commimities:  multilateralism  and  decrease  of 
border  fortification".  Multilateralism  eases  China's  relations  with  the 
Central  Asian  states  and,  Russia,  particularly  because  "decision-mak- 
ing procedures,  conflict  resolution,  and  processes  of  conflict  adjudica- 
tion are  likely  to  be  more  consensual  than  in  other  t5rpes  of  interstate 
relations''^".  This  way,  China  helps  to  build  trust  in  its  relations  with 
Central  Asia  and  the  organisation  serves  to  decrease  fears  about  Chi- 
nese ascension  as  a  global  and  Asian  power,  because  the  group  is  based 
on  consensus  and  handles  common  interests  through  mechanisms  that 
automatically  incorporate  the  interests  of  all  members^^  Thus,  the 
'Shanghai  Five'  improved  the  Central  Asian  members'  independence 
and  stance  vis-a-vis  China  (and  Russia)  by  giving  them  an  equal  voice 
and  vetoing  power,  while  not  forbidding  them  relations  to  other  coun- 
tries e.g.  the  U.S.  or  European  powers.^ 


1'  Huasheng  Zhao,  "The  Shanghai  Cooperation  Organization  at  5:  Achievements  and  Challenges 
Ahead,"  China  and  Eurasia  Forum  Quarterly,  Vol.  4,  No.  3  (2006),  105-123. 
Adler  and  Barnett,  ed..  Security  Communities,  55. 

^"  Adler  and  Barnett,  ed..  Security  Communities,  55. 

^'  Adler  and  Barnett,  ed..  Security  Communities. 

^  Ingmar  Oldberg,  "The  Shanghai  Cooperation  Organisation:  Powerhouse  or  Paper  Tiger?,"  De- 
fence Analysis,  (Stockholm;  Swedish  Defence  Research  Agency,  2007). 
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Tier  Two.  The  SCO  and  the  Fight  against  the  'Three  Evils':  Anti- 
Terrorism,  Separatism  and  Extremism 

Already  in  the  framework  of  the  'Shanghai  Five'  and  'Shanghai 
Six'  the  fight  against  the  so-called  'three  evils'  of  terrorism,  separatism 
and  extremism  became  an  objective  of  the  multilateral  meetings  be- 
tween the  six  countries.  Later  under  the  strong  influence  of  China  they 
became  the  core  priorities  of  the  SCO^.  Like  China's  initial  reasons  to 
solve  its  border  disputes  with  Kyrgyzstan,  Kazakhstan  and  Tajikistan, 
China's  interests  in  cooperation  to  fight  terrorism  and  separatism  lie  in 
the  problem  with  separatism  in  the  Chinese  Xinjiang  province.  Accord- 
ing to  Acharya  common  internal  threats  can  support  or  initiate  the  for- 
mation of  security  communities,  especially  if  they  are  trans-national  in 
nature^l  The  already  existing  multilateral  framework  of  the  'Shanghai 
Five'  presented  itself  as  very  useful  to  tackle  a  trans-national  security 
challenge  like  the  'three  evils',  which  are  shared  by  all  member  states. 
Therefore,  it  can  be  said,  that  the  process  of  security  community-build- 
ing was  brought  to  a  new  level  through  the  establishment  of  the  SCO. 
The  new  focus  on  anti-terrorism,  anti-separatism  and  anti-extremism, 
strengthened  China's  multilateral  relations  with  Russia  and  Central 
Asia  and  incorporated  new  spheres  of  cooperation  to  the  multilateral 
organisation. 

The  establishment  and  development  of  the  SCO  can  be  imderstood 
as  the  second  tier  in  building  a  security  commimity  in  Central  Asia, 
because  it  introduced  new  structural  and  process  elements  to  the  mul- 
tilateral relations  between  China,  Central  Asia  and  Russia^^  According 
to  Deutsch,  "larger,  stronger,  more  politically,  administratively,  eco- 
nomically, and  educationally  advanced  political  units  were  foimd  to 
form  the  cores  of  strength  around  which  in  most  cases  the  integrative 
process  developed"^^  Power  -  the  structural  element  -  is  an  impor- 
tant element  of  creating  security  communities,  because  a  strong  power 
can  help  holding  the  development  of  a  security  community  on  course 


'  Anna  Matveeva  and  Antonio  Giustozzi,  "The  SCO:  A  Regional  OrganisaHon  in  the  Making," 
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by  occasionally  nudging  or  even  coercing  weaker  members.  Further, 
it  helps  to  determine  the  identity  or  'we  feeling'  that  constitutes  the 
group  through  its  authority  in  the  group  and  the  outside  world.^^  China 
plays  an  important  role  in  this  regard,  because  its  prestige  as  the  new 
economic  powerhouse  and  its  increasing  international  power  give  the 
group  more  leverage  in  international  affairs.  Further,  the  PRC's  strong 
support  for  the  SCO  helps  to  build  the  orgaiusation's  identity  and  to 
hold  the  group  on  course. 

The  establishment  of  the  SCO  also  broadened  the  areas  of  coop- 
eration between  the  member  states  and  thus  added  new  transactions 
and  socialisation  processes  to  the  group  -  the  process  elements.  This 
process  was  bolstered  by  a  limited  process  of  institutionalization  when 
the  SCO  established  a  Secretariat  in  Beijing  and  the  Regional  Anti-Ter- 
rorist Structure  (RATS)  in  Tashkent.  Although  Haas  criticises  their  still 
small  size  and  limited  funding^^  it  can  be  said  that  these  institutions 
facilitate  the  multi-facet  and  multilevel  cooperation  amongst  the  SCO 
members  and  maintain  its  basic  operations'^.  To  put  it  another  way: 
they  maintain  and  keep  alive  the  important  socialisation  process. 

Haas  and  Oldberg  further  criticise  the  limited  impact  of  the  SCO's 
institutionalisation  and  framework  in  generaP°.  Hass  for  example  ar- 
gues that  despite  the  fact  that  the  SCO  developed  frequent  consultations 
and  cooperation  in  diverse  fields  like  defence,  foreign  affairs,  economy, 
transportation  and  energy  and  holds  regular  high  level  meetings  of  the 
member  states'  Heads  of  State,  Heads  of  Government  and  Ministers, 
the  organization  has  still  a  long  way  to  go  to  become  a  genuine  interna- 
tional security  organization^^  Oldberg  adds  the  argument  that  the  SCO 
only  calls  itself  an  'organization',  but  that  it  is  like  its  predecessor  the 
'Shanghai  Five'  just  a  mechanism  for  regular  meetings  on  high  political 
leveP'.  At  this  point  both  Oldberg  and  Haas  evaluate  the  SCO  purely 
on  a  rationalist  basis,  but  they  ignore  the  mostly  normative  basis  of  tlie 
SCO  and  the  organisation's  achievements  in  this  area. 


Adler  and  Barnett,  ed..  Security  Communities,  29. 
^  Marcel  de  Haas,  "The  Shanghai  Cooperation  Organization  and  the  OSCE:  Two  of  a  Kind?,' 
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There  are  other  forms  of  cooperation  that  go  beyond  formal  legal- 
rationalistic  cooperation.  As  mentioned  earlier  through  consultations, 
dialogue  and  socialisation  norms  can  develop  to  informal  instruments 
for  dispute  resolution.  Particularly  developing  states  are  very  sensi- 
tive regarding  issues  that  concern  their  sovereignty.  Thus  the  creation 
of  normative  based  mechanisms  through  interaction  and  socialisation 
are  far  more  accepted  than  formal  intergovernmental  organisations 
that  demand  authority  over  member  states  and  to  a  certain  extend  ac- 
tively interfere  into  their  internal  affairs.  The  analysis  of  the  SCO  must, 
therefore,  also  consider  non-rationalist  aspects,  because  the  SCO  -  like 
ASEAN  -  made  little  use  of  formal  and  legalistic  measures  of  coopera- 
tion. The  failure  not  to  take  non-rationalist  aspects  into  account  would 
limit  the  investigation  and  might  create  a  misleading  picture.  It  is 
therefore  advisable  to  look  more  on  the  efforts  of  commimity  build- 
ing, and  how  the  participants  in  the  SCO  can  realise  their  predefined 
national  interests  through  the  organization,  instead  of  focusing  solely 
on  materialistic  factors. 

The  internal  mechanisms  of  the  SCO  organize  regular  meetings 
for  member  states,  and  thus  contribute  significantly  in  supporting  the 
transactions  and  socialization  processes  within  the  organization.  These 
mechanisms  constitute  an  integral  part  of  discussions  and  policy-mak- 
ing within  the  SCO  and  keep  the  socialisation  process  as  well  as  inter- 
actions and  transactions  between  the  member  states  alive.^'*  Therefore, 
the  SCO  is  an  important  platform  for  its  members  to  constitute  com- 
mon interests,  mutual  imderstanding  of  their  challenges  and  to  coordi- 
nate their  efforts  in  encountering  these. 

Another  point  of  criticism  brought  forward  by  Oldberg  is  the 
SCO's  lack  of  a  real  military  cooperation  as  it  neither  has  common 
military  forces  nor  a  joint  command  nor  even  combined  plaiming  staff. 
He  then  concludes  that,  "the  fact  that  the  SCO  did  not  oppose  the  es- 
tablishment of  NATO  bases  in  Uzbekistan,  Kyrgyzstan  and  Tajikistan 
in  2001  to  fight  terrorism  in  Afghanistan,  which  helped  to  stabilize  the 
situation  in  the  Ferghana  Valley,  can  be  seen  as  evidence  that  the  or- 
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ganisation  and  its  members,  at  that  time,  did  not  by  themselves  cope 
with  the  terrorist  threat"^^. 

The  SCO's  main  achievements  are  its  efforts  to  develop  coopera- 
tion in  the  struggle  against  trans-border  menaces.  When  in  the  wake 
of  the  US  invasion  in  Afghanistan  extremist  and  terrorist  forces  started 
spread  across  Central  Asia  and  became  a  grave  concern  for  the  coun- 
tries in  this  region,  the  SCO's  efforts  for  cooperation  in  combating 
terrorism  helped  to  contain  the  spread  of  these  conflicts  into  Central 
Asia  and  to  maintain  regional  security  and  stability.^^  Pan  Guang  ar- 
gues therefore  that  "without  exaggeration,  [...]  in  the  absence  of  the 
Shanghai  Five  system  and  the  SCO  the  Taliban  may  have  continued 
marching  northwards  and  the  Afghan  conflict  might  well  have  spread 
to  neighbouring  coimtries"^^.  How  must  this  statement  be  imderstood 
in  face  of  Oldberg's  criticism? 

The  Regional  Anti-Terrorist  Structure  (RATS)  was  the  first  step 
to  contain  Islamist  separatism  and  terrorism  in  the  region.  Its  tasks  in 
the  fight  against  the  'three  evils'  are  the  analysis  of  regional  terrorist 
movements,  the  exchange  of  information  about  terrorist  threats,  to  ad- 
vise counterterrorist  policies,  to  coordinate  SCO  exercises  of  combined 
security  forces,  and  to  disrupt  terrorist  financing^l  Although  the  SCO 
does  not  have  joint  anti-terror  troops  that  go  on  joint  missions  in  the 
fight  against  the  'three  evils',  the  SCO  offers  other  important  support 
for  the  members'  efforts  in  fighting  terrorism,  separatism  and  extrem- 
ism. Two  examples  from  Adler  and  Bamett's  (1998)  framework  for  the 
analysis  of  security  communities  are  the  "internationalization  of  au- 
thority" and  "policy  coordination  against  'internal'  threats"^^  Both  as- 
pects concentrate  on  the  effects  of  policy  coordination  and  harmoniza- 
tion of  e.g.  domestic  laws,  definitions  of  threats,  etc.  that  then  in  return 
strengthen  the  ervforcement  mechanisms  of  the  member  states.  Thus,  it 
is  not  the  coercive  effect  of  a  joint  military  operation,  but  tlie  effects  of 
diplomacy  in  coordinating  efforts,  sharing  information  and  exchang- 
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ing  knowledge  and  experiences  that  enables  the  SCO  members  to  im- 
prove their  effectiveness  in  their  fight  against  the  'three  evils'.  In  this 
regard  it  can  be  said,  that  the  SCO  is  beginning  to  play  an  essential  role 
in  maintaining  the  region's  security  and  stability^". 

Tier  Three.  Norms  and  Identity  Formation 

According  to  Adler  and  Barnett  the  dynamic,  positive,  and  recip- 
rocal relationship  between  the  first  and  second  tier  leads  to  the  third 
tier:  "the  development  of  trust  and  collective  identity  formation"^^  The 
SCO's  guiding  principle  is  the  so-called  'Shanghai  Spirit'  which  stresses 
the  importance  of  "mutual  trust,  good  neighbourliness  and  friendship 
among  member  states;  developing  effective  co-operation  in  political 
affairs,  economy,  trade,  science  and  technology,  culture,  education,  en- 
ergy, transport  and  environmental  protection;  and  working  together  to 
maintain  regional  peace,  security  and  stability''''^  It  further  condemns 
hegemony  and  the  use  of  force  in  international  relations  and  stresses 
the  importance  of  equality  of  states,  their  independence,  sovereignty 
and  non-interference  in  internal  affairs,  while  the  SCO  Charter  at  the 
same  time  states  thaTthe  SCO  is  not  aimed  at  any  other  country  or 
international  organizational  It  can  be  argued  that  the  'Shanghai  Spirit' 
represents  a  new  security  concept,  a  new  model  of  inter-state  relations 
and  regional  cooperation,  and  that  its  success  promoted  a  positive  im- 
age on  the  international  stage^.  Certainly,  it  can  be  said  that  the  SCO 
offers  its  members  a  certain  degree  of  common  identity  vis-a-vis  the 
outside  world.  Further,  already  the  names  'Shanghai  Cooperation  Or- 
ganization' and  'Shanghai  Spirit'  imply  the  closeness  to  China,  which 
are  also  represented  in  China's  continuous  efforts  to  strengthen  the 
SCO,  increase  its  institutionalization  and  its  areas  of  cooperation. 

Brian  Karin  argues  that  Central  Asia  before  the  9/11  terrorist  at- 
tacks in  New  York  was  geographically  as  well  as  geopolitically  a  uni- 
fied region  consisting  of  Kazakhstan,  Kyrgyzstan,  Uzbekistan,  Tajiki- 
stan and  Turkmenistan.  However,  in  the  backwater  of  9/11,  so  Karin's 
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argument,  the  region  expanded  to  include  Afghanistan,  parts  of  Mon- 
golia and  China's  Xinjiang  region.  Next  to  the  geographical  alteration 
of  the  region,  9/11  also  inipacted  on  the  region's  political  outlook  with 
different  states  joining  different  political  camps  e.g.  those  who  sup- 
ported the  US'  war  on  terror  by  allowing  temporary  military  bases  on 
their  territory  and  those  who  opposed  a  US  military  presence  in  the 
region.'*^ 

Although  some  member  states  allowed  NATO  bases  on  their  ter- 
ritory for  NATO's  war  against  the  Taliban  in  Afghanistan,  the  SCO  as 
an  organisation  perceives  itself  as  the  future  security  and  stability  pro- 
vider of  the  region.  This  can  be  seen  in  the  SCO  demand  for  the  with- 
drawal of  American  troops  from  Central  Asia.  Although  sometimes 
interpreted  as  an  anti- American  stance,  it  can  as  well  be  understood 
as  the  SCO  members'  self-perception  as  the  future  security  guarantors 
of  the  region  and  thus  a  reminder  for  the  U.S.  that  their  presence  in 
Central  Asia  is  based  on  a  temporary  duration.^^  Thus,  the  SCO  can  be 
perceived  as  providing  a  fixed-point  for  its  members,  which  helps  to 
determine  their  identity. 

Arguably,  this  fixed-point  in  form  of  a  common  identity  is  also 
reflected  in  the  SCO's  norms.  Despite  White's  argtmient  that  the  SCO 
is  not  a  normative  organization*^,  it  can  be  argued  that  the  SCO  does 
have  norms  -  the  Shanghai  Spirit  -  but  norms  that  are  deliberately  dif- 
ferent from  those  currently  being  promoted  in  the  world  by  the  USA 
and  like-minded  powers.  Bailes  and  Dunay  see  an  inbuilt  dual  function 
in  the  organisation's  principles.  They  have  an  inward-looking  function 
that  provides  a  basis  for  members  to  work  together  productively,  and 
an  outward-looking  one  to  challenge  what  at  least  some  of  these  states 
see  as  a  threat  of  both  strategic  and  philosophical  unipolarity  in  inter- 
national relations.*^ 
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I  While  the  SCO  emerged  out  of  the  pragmatic  need  to  resolve  bor- 
der issues  and  had  no  far  reaching  political  goals  apart  from  main- 
taining stability  in  the  border  zones,  common  political  values  began  to 
play  a  more  prominent  role  as  the  organisation  progressed.  These  are 
especially  expressed  in  form  of  regional  solidarity  on  matters  of  con- 
troversy where  individual  member-states  are  criticised  by  the  West. 
"Thus,  the  SCO  members  support  the  'strong  state'  approach  in  deal- 
ing with  domestic  instability  and  despatch  missions  of  observers  to 
parliamentary  elections  (e.g.  Russia  and  Kyrgyzstan  in  2007)  to  legiti- 
mise polls  that  the  OSCE  condemned  as  neither  free  nor  fair'"*^. 

To  sum  up,  the  SCO  shows  all  three  indicators  for  a  collective 
identity.  The  organisation  promotes  multilateralism,  works  on  the  de- 
velopment of  security  cooperation  and  identity  formation.  At  the  same 
time,  this  collective  identity  is  bolstered  by  shared  norms  and  political 
values  of  the  organization. 

Conclusion 

In  its  rune  years  of  existence  the  SCO  has  progressed  fairly  quickly 
from  its  inception  toTecome  a  relatively  prominent  regional  player 
that  even  gained  official  observer's  status  at  the  UN  General  Assembly 
However,  the  SCO's  significance  is  sfill  widely  discussed  as  the  work 
on  the  SCO's  role  as  a  regional  organisation  and  on  balancing  security, 
economic  and  geopolitical  dimensions  goes  on.  Most  important  a  point 
of  critics  is  that  the  SCO  does  not  yet  have  a  record  of  effective  conflict 
prevention.  Still,  evaluating  the  organisation  only  through  rationalist 
lenses  might  cause  to  overlook  many  of  its  achievements.  First  and 
foremost,  the  Shanghai  Cooperation  Organization  is  a  multilateral  fo- 
rum that  offers  a  platform  for  mediation  of  tians-national  issues  with 
an  instihitionalised  process  of  discussion  and  decision-making.^" 

The  SCO  therefore  opens  the  possibility  for  increased  tiansactions 
and  socialisation  between  its  member  states.  From  a  constructivist  per- 
spective this  is  the  first  step  to  possible  peaceful  change  as  the  par- 
ticipating countiies  get  the  opportiinity  to  socialise  witii  each  other 
and  that  way  to  revaluate  their  values,  norms  and  develop  new  shared 
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ones  that  might  lead  to  the  development  of  a  collective  identity.  It  can 
therefore  be  said,  that  the  SCO's  development  with  its  informal  char- 
acter, focus  on  consensus,  as  well  as  inclusiveness  and  non-discrimi- 
nation rather  resembles  the  development  of  the  ASEAN  model  than 
the  development  of  the  European  Union  to  give  one  example.  Thus 
there  are  certainly  lessons  to  be  learnt  from  the  ASEAN  experience.^' 
In  this  context,  the  often  criticised  gap  between  SCO  declarations  and 
the  member  states  actions  can  be  better  understood.  Although  many 
agreements  are  actually  bilateral  and  are  often  signed  on  other  bigger 
meetings  than  the  regular  SCO  meetings,  they  are  not  only  SCO  agree- 
ments in  outlook  but  derive  from  the  SCO's  transactions,  interactions 
and  socialisation  processes  quite  like  it  is  the  case  with  many  agree- 
ments between  ASEAN  states.^^ 

The  alternative  to  the  SCO  would  have  been  to  develop  a  'concert' 
system  in  which  one  great  power  would  directly  guide  the  others  in 
establishing  a  regional  security  structure.  This  role  -  similar  to  the  U.S. 
role  in  the  NATO  -  would  have  met  to  main  obstacles:  firstly,  one  of 
the  two  powers,  Moscow  or  Beijing,  would  have  had  to  commit  itself 
to  this  task  and  provide  the  required  long-term  material  and  policy 
commitments,  and  secondly  it  is  hard  to  believe  that  the  participat- 
ing states  would  have  accepted  one  of  the  two  great  powers  to  host 
the  show,  particularly  the  great  powers  China  and  Russia  themselves.^^ 
Still,  China  -  the  stronger  supporter  of  the  SCO  of  the  two  involved 
great  powers  -  shows  strong  commitment  to  the  organisation  and 
through  the  interaction  and  socialisation  in  the  SCO,  Chinese  diploma- 
cy experiences  the  transformation  from  the  traditional  on  bilateral  rela- 
tions towards  multilateral  interactions.^  It  can  be  argued  that  China, 
like  Gulliver  in  the  tale  of  'Gulliver  and  the  Lilliput'  volimtarily  allows 
the  'Lilliputians'  -  the  Central  Asian  states  -  to  bind  Gulliver  -  mean- 
ing China  itself  -  down,  so  that  they  have  less  to  fear  of  tliis  potentially 
threatening  giant. 

Despite  the  fact  that  the  SCO  neitlier  has  a  mandate  for  peace- 
keeping nor  offers  a  collective  security  guarantee  or  collective  defence 
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to  its  members,  it  offers  a  comprehensive  security  approach  to  tackle 
the  organisation's  common  security  challenges.  While  e.g.  the  NATO 
campaign  in  Afghanistan  focuses  on  military  efforts  to  combat  terror- 
ism, the  SCO's  plans  on  economic  cooperation,  development  of  the  re- 
gion and  poverty  reduction  also  help  in  their  fight  against  the  'three 
evils'  by  decreasing  the  terrorist's  'nutrient  medium'  for  recruitment.^^ 
However,  in  difference  to  the  OSCE  the  SCO  uses  to  a  much  lesser 
extent  pragmatic  diplomacy  with  minority  groups,  and  thus,  in  com- 
bination with  the  limited  socialisation  process  between  the  ordinary 
populations  of  the  member  states,  it  lacks  a  popular  democratic  basis. 

It  can  be  said  that  despite  the  fact  that  the  socialisation  processes 
are  still  to  a  certain  extent  limited  to  the  political  elites  of  the  member 
states,  the  SCO  is  on  the  way  of  forming  a  security  community  in  Cen- 
tral Asia.  This  is  not  a  merely  legally  based  community,  but  rather  a 
commimity  based  on  social  norms.  The  institutionalised  interactions 
and  transactions  mediated  by  the  organisation  support  the  socialisa- 
tion of  the  SCO  members.  In  this  way  the  SCO  enables  the  four  Central 
Asian  states,  Russia  and  China  to  develop  not  only  common  interests 
but  also  the  needed  trust  to  discuss  these  on  a  mutual  basis.  As  dis- 
cussed in  this  research  paper,  through  this  process  phased  in  three  tiers 
the  SCO  members  were  able  to  create  the  basis  for  a  security  commu- 
nity, which  presents  a  forum  on  shared  security  concerns  and  provides 
a  legitimate  moral  authority  to  influence  regional  politics. 

To  sum  up,  it  can  be  said  that  the  SCO  takes  on  an  increasingly 
active  posture  in  safeguarding  security  and  promoting  economic  and 
cultural  development  in  its  region,  and  therefore  contributes  to  main- 
tain security  in  the  heart  of  Eurasia.  In  this  development  China  is  not 
of  a  marginal  role  and  represented  mainly  in  the  organisation's  and 
the  guiding  principles  names,  but  it  is  rather  at  the  centre  of  this  pro- 
cess by  actively  -  but  with  caution  -  pushing  the  SCO's  agenda  for- 
ward. Particularly  since  9/11,  China's  security  outlook  with  regards  to 
Central  Asia  changed  and  the  SCO  can  very  well  provide  the  People's 
Republic  of  China  with  the  necessary  means  to  create  the  favourable 
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international  environment  the  country  will  need  to  ensure  or  create  the 
stability  it  needs  to  follow  its  development  plans. 

What  does  all  this  imply  for  Indonesia  and  ASEAN  more  gene- 
rally? Certainly  China's  foreign  policy  is  maturing  and  getting  increas- 
ingly proactive  in  the  region.  The  example  of  the  SCO  shows  that  this 
process  can  occur  in  a  friendly  and  constructive  manner.  However,  the 
situation  along  China's  Western  border  is  somewhat  different  from  the 
situation  along  its  Southern  border.  The  nationalist  sentiments  behind 
the  territorial  claims  in  the  South  China  Sea,  for  example,  will  make 
a  settlement  far  less  easy  than  the  settlement  of  border  disputes  with 
the  Central  Asian  nations  and  Russia.  Also  the  large  number  of  great 
powers  with  interests  in  the  region  further  complicates  the  situation. 
As  this  research  paper  showed,  today  China  is  more  willing  to  accom- 
modate to  its  neighbours  and  very  receptive  to  norm  based  and  coope- 
rative security.  Although  China  is  iacreasing  its  influence  and  posture 
in  the  region,  its  policy  of  engagement  is  not  a  one-sided  process,  but 
should  be  a  mutual  one.  Through  maintaining  and  strengthening  their 
own  engagement  policies,  Indonesia  and  the  whole  of  ASEAN  can  ac- 
tively influence  this  process  to  ensure  that  their  own  national  interests 
are  addressed.  Indonesia,  which  itself  developed  an  active  foreign  po- 
licy and  gained  a  more  prominent  role  in  the  international  arena  due 
to  its  accession  to  the  G20,  could  be  a  potential  voice  and  maybe  even 
leader  for  ASEAN  in  the  developing  cooperation  with  China. 


I 

I 


HOW  DOES  THE  ASEAN-CHINA  FREE  TRADE 
AGREEMENT  PREPARE  INDONESIA  TO 
BECOME  A  GLOBAL  ECONOMIC  PLAYER? 

Aimee  Dawis,  PhD. 


Introduction 

The  ASEAN-China  FTA  (Free  Trade  Agreement)  is  an  accord  signed 
by  all  ASEAN  (Association  of  Southeast  Asian  Nations)  member  cotmtries, 
namely  Indonesia,  Malaysia,  Singapore,  Vietnam,  the  Philippines,  Myanmar, 
Laos,  Bnmei  Darussalam,  Thailand  and  Cambodia.  After  long  negotiations 
beginning  in  1991,  the  FTA  became  effective  on  January  1,  2010. 

At  a  glance,  the  FTA  seemed  to  be  a  win-win  solution  for  ASEAN  and  Chi- 
na. It  is  the  third  biggest  in  tiie  world  by  volume  after  the  European  Economic 
Area  (EE A)  and  NAFTA  (North  American  FTA).  It  also  includes  1.9  billion  peo- 
ple -  an  enormous  market  that  opens  up  tirade  opporhmities  for  all  ASEAN 
countaies  with  China.  Moreover,  the  Indonesian  embassy  in  Beijing  recorded  a 
20  percent  growth  in  exports  of  industiial  products  to  China  between  1999  and 
2008.  In  2004,  for  example,  exports  to  China  made  up  6.43  percent  of  all  goods 
exported  out  of  Indonesia.  This  figure  increased  to  9.87  percent  in  2009. 

Despite  the  obvious  advantages  of  the  FTA,  responses  to  the  FTA, 
which  erased  tariffs  and  duties  on  the  flow  of  goods  between  ASEAN 
and  China,  raised  many  anxieties  and  trepidation  in  ASEAN  countries. 
According  to  an  editorial  in  Singapore's  The  Straits  Times\  since  2004, 
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tariffs  between  the  two  sides  have  been  coming  down  and  ASEAN's 
trade  deficit  with  China  has  widened.  From  2000  to  2008,  China-ASE- 
AN  trade  grew  six-fold  to  US$198  billion.  But  ASEAN's  trade  deficit 
also  widened  five  times  to  US$21.6  billion.  ASEAN's  cumulative  FDI 
(Foreign  Direct  Investment)  in  China  was  $52  billion  in  2008.  By  com- 
parison, China's  FDI  in  ASEAN  was  just  $2.8  billion.  It  is  no  wonder, 
then,  that  countries  such  as  Thailand  and  Vietnam  feared  that  their 
countries  would  become  a  dumping  ground  for  inexpensive  Chinese 
agricultural  and  manufactured  products.  One  of  the  most  vocal  of  the 
protests  in  response  to  the  FTA  originated  from  Indonesia,  the  biggest 
and  most  densely  populated  country  in  ASEAN.  Although  Indonesia, 
along  with  other  ASEAN  countries,  hoped  that  the  erasure  of  tariffs 
would  help  them  to  export  more  agricultural  products  into  China, 
general  concerns  arose  over  the  readiness  of  Indonesia's  industries 
to  compete  with  China's  labor  and  products.  Local  manufacturers  of 
toys,  clothes  and  electronic  goods  have  also  been  hurt  by  low-priced 
imports  of  such  products,  mostly  through  smuggling. 

How  have  both  the  Indonesian  and  Chinese  governments  reacted 
to  the  apprehension  arising  from  the  implementation  of  the  ASEAN- 
China  FTA?  While  it  is  still  too  early  to  measure  the  actual  impact  of 
the  FTA,  several  businesses  mentioned  above,  most  notably  the  tex- 
tile industry,  have  borne  the  brunt  of  incoming  inexpensive  Chinese 
goods  for  years,  even  before  the  FTA  was  enacted.  Although  the  big- 
gest issues  arising  from  the  FTA  would  be  the  economic  repercussions, 
it  would  be  useful  for  economists,  policy  makers,  as  well  as  other  keen 
observers  of  Indonesia-China  relations  to  also  look  at  the  historical  and 
cultural  contexts  that  involve  the  two  coimtries.  These  contexts  will 
add  to  overall  comprehension  that  sheds  light  to  the  steps  undertaken 
by  both  nations  in  response  to  the  FTA.  For  this  reason,  tliis  paper  will 
present  a  brief  history  of  the  ASEAN-China  FTA,  while  also  providing 
historical  insight  specific  to  Indonesia-China  relations  leading  up  to 
the  FTA  discussions.  The  second  part  of  the  paper  will  delve  into  the 
reactions  of  both  governments  following  the  enactment  of  tlie  FTA. 
Throughout  the  paper,  analysis  of  the  situation  will  be  given  with  re- 
levant cultural  references  and  observations.  Relevant  data  used  for  this 
paper  have  been  sourced  from  several  materials:  archival  research,  re- 
sults of  presentations  made  by  both  Chinese  and  Indonesian  officials. 
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in  addition  to  statements  from  members  of  the  business  community 
and  the  Indonesian  Chamber  of  Commerce  and  Industry  (KADIN). 

A  Complex  Symbiosis:  Indonesia-China  Relations 

The  year  2010  not  only  marks  the  ratification  of  the  ASEAN-China 
FTA  but  also  the  60*  aniuversary  of  relations  between  Indonesia  and 
Cliina.  In  an  editoriaP  celebrating  the  occasion,  Jusuf  Wanandi,  the 
vice  chairman  of  the  CSIS  (Center  for  Strategic  and  Information  Stu- 
dies) foundation's  board  of  trustees,  wrote  in  The  Jakarta  Post  that  Indo- 
nesia was  one  of  the  first  countries  to  build  diplomatic  relations  with 
China  -  just  six  months  after  the  establishment  of  the  People's  Repu- 
blic of  China.  Wanandi  further  elaborated  that  a  significant  gesture  of 
goodwill  between  Indonesia  and  China  was  created  at  the  1955  Afro- 
Asia  Conference  in  Bandung  by  then  Chinese  Premier  Chou  En  Lai 
and  then  Indonesian  foreign  minister  Soenario.  The  treaty  signed  by 
both  officials  resolved  the  problem  of  dual  citizenship  of  Chinese  Indo- 
nesians, based  on  a  proposal  by  the  Indonesian  government.  In  1960, 
hidonesia's  first  president,  Sukarno,  promoted  the  idea  of  "Building 
the  World  Anew"  in  hTs  speech  at  the  UN  (United  Nations)  General 
Assembly.  This  notion  was  closely  lii\ked  with  the  Chinese  because  he 
believed  that  the  old  system  of  governance  under  the  UN  was  beco- 
ming increasingly  irrelevant  and  moved  to  establish  the  "Conference 
of  New  Emerging  Forces". 

Despite  the  closeness  between  the  two  coimtries  during  Sukarno's 
rule,  political  relations  between  Indonesia  and  China  entered  a  stale- 
mate following  one  of  Indonesia's  biggest  political  upheavals  -  the  al- 
leged PKI  (Partai  Komunis  Indonesia  or  the  Indonesian  Commimist  Par- 
ty) attempted  coup  in  1965.  In  his  analysis  of  Sino-Indonesian  relations 
between  1950  and  1967,  Nadesan  records  the  Chinese  goverrmient's 
demands  for  an  apology  for  what  they  felt  was  ungrounded  accusation 
by  the  Indonesian  army  of  their  involvement  in  the  attempted  coup^. 
When  the  Indonesian  army  could  not  provide  more  concrete  evidence 
when  they  demanded  it,  China  deplored  the  mass  arrests  of  PKI  mem- 


Jusuf  Wanandi,  "Celebrating  the  60*  anniversary  of  relations  between  Rl  and  China,"  The  la- 
karta  Post,  13  Apri]  2010,  p.  3.  ' 
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bers,  the  burning  of  the  PKI  headquarters  on  October  19, 1966  and  the 
massacres  of  countless  Chinese-Indonesians  ail  over  Indonesia.  They 
also  called  for  punishment  for  the  offenders,  a  guarantee  against  re- 
currences and  protection  for  embassy  officials*.  This  further  deterio- 
rated Sino-Indonesian  relationship  since  China's  demands  were  seen 
as  a  bid  to  interfere  in  Indonesia's  domestic  affairs.  Consequently,  anti- 
Chinese  sentiments  escalated  to  the  point  that  Chinese  consulates  in 
various  provinces  had  to  be  closed  due  to  demonstrations,  and  that  all 
Chinese-medium  schools  had  to  be  closed  down  in  an  effort  to  clamp 
down  on  anti-Chinese  riots.  The  closure  of  Chinese-language  schools 
was  only  made  after  the  transfer  of  power  from  Sukarno  to  Suharto. 
At  this  point,  however,  China  demanded  the  Indonesian  government 
to  transport  back  its  nationals  who  were  residing  in  Indonesia.  Racial 
attacks  against  the  Chinese  did  not  subside.  Instead,  more  attacks  rose 
in  East  Java^.  Amid  strong  protests  from  the  Chinese,  the  Indonesian 
government  announced  a  formal  break  of  diplomatic  relations  with 
China  on  October  9, 1967. 

This  political  stalemate  lasted  until  1990,  when  the  Chinese  em- 
bassy was  re-opened  in  Jakarta.  Milestones  that  paved  the  way  for  the 
re-establishments  of  diplomatic  relations  include:  the  1972  statement 
by  foreign  minister  Adam  Malik,  who  said  that  Indonesia  would  wel- 
come the  restoration  of  relationship  with  China  and  the  Second  Con- 
ference of  Asian  and  African  Nations  held  at  Bandimg  and  Jakarta  on 
April  24  and  25  in  1985,  where  there  were  cordial  meetings  between 
the  two  countries  to  discuss  the  future  of  their  relationships. 

The  reason  why  it  took  Indonesia  so  long  to  re-establish  relations 
with  China  is  two-fold.  First,  Indonesia  was  wary  of  China's  motives 
in  Indonesia  because  of  the  attempted  coup.  Second,  the  government 
feared  that  early  normalizing  of  relations  with  China  would  touch  off 
anti-Chinese  protests  and  would  go  out  of  hand.  Unlike  tlie  1960's, 
when  the  army  implicitly  and,  at  times,  explicitly  encouraged  attacks 
against  the  Chinese,  the  decades  after  saw  the  army  taking  an  active 


"  W.  Bert,  "Chinese  Policy  Toward  Burma  and  Indonesia:  A  Post-Mao  Perspective,"  Asian  Survey, 
Vol.  25,  No.  9,  p.  963-980. 

Charles  Coppel,  Indonesian  Chinese  in  Crisis  (New  York,  NY:  Oxford  University  Press,  1983). 
'  J.  M.  Van  Der  Kroef,  "Normalizing;  relations  with  China:  Indonesia's  Policies  and  Perceptions," 
Asian  Survey,  Vol.  26,  No.  8,  p.  909-934. 
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part  in  quelling  anti-Chinese  riots.  Hence,  it  may  be  said  that  the  In- 
donesian government  delayed  to  re-establish  relations  with  China  in 
order  to  make  sure  that  its  domestic  situation  was  under  control  rather 
than  deal  with  a  foreign  issue  headache.  China,  knowing  that  Indone- 
sia is  a  valuable  political  and  trading  partner,  understood  Indonesia's 
position  and  was  thus  willing  to  wait. 

Not  long  after  Indonesia  normalized  relations  with  China,  in  1991, 
initial  discussions  for  the  formation  of  an  ASEAN-China  FTA  began^. 
In  1996,  China  became  formally  inducted  as  a  partner  of  ASEAN.  In 
1997,  a  joint  statement  was  signed  between  the  heads  of  government  of 
all  ASEAN  coimtries  and  China  to  formalize  a  strategic  partnership  be- 
tween the  region  and  China.  In  2000,  at  the  ASEAN-China  conference, 
ASEAN  and  China  agreed  to  form  the  ASEAN-China  FTA.  In  2001, 
an  ASEAN-China  economic  expert  group  was  organized.  In  2002,  at 
another  ASEAN-China  conference,  a  Framework  Agreement  on  Com- 
prehensive Economic  Cooperation  between  ASEAN  and  China  was 
signed.  The  following  year,  intensive  discussions  on  ASEAN-China 
FTA  began.  The  discussions  were  concluded  on  Jmie  2004.  The  FTA 
itself  was  agreed  upon  by  all  ASEAN  member  countries  and  China 
by  2004.  This  agreement  was  formalized  with  the  signing  of  ASEAN- 
China  FTA  in  October  2009.  The  FTA  was  implemented  on  January  1, 
2010. 

Responses  to  the  ASEAN-China  FTA 

As  mentioned  earlier,  Indonesia  approached  the  ASEAN-China 
FTA  with  mixed  feelings.  On  one  hand,  some  consumers  experienced 
euphoria  as  they  welcomed  the  influx  of  low-priced  goods  from  China. 
This  influx,  however,  caused  another  level  of  worry  from  the  industrial 
sector.  Most  concerns  revolved  around  the  smuggling  of  these  good 
into  Indonesia,  thereby  decimating  the  demand  for  domestic  products. 
Several  prominent  businessmen,  such  as  Sofjan  Wanandi^  head  of  AP- 
INDO  {Asosiasi  Pengusaha  Indonesia  or  the  Indonesian  Association  of 


^  Chronology  of  ASEAN-China  FTA  taken  from  the  Indonesian  embassy  based  in  Beijing,  China. 

»  Sofjan  Wanandi  made  his  statements  at  a  discussion  sponsored  by  the  Indonesia  SImn'g  Bao  (a 
Chmese  business  newspaper)  and  Sinar  Harapan  (an  Indonesian  daily)  on  March  9, 2010.  Sudra- 
jat,  Indonesian  Ambassador  for  China,  who  served  at  the  Indonesian  embassy  in  Beijing  from 
2006-2009  also  made  a  presentation  on  ASEAN-China  FTA  at  the  same  discussion 
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Employers),  also  pointed  out  the  imbalance  of  interest  rates  between 
Indonesia  and  China.  In  Indonesia,  a  12-15  percent  interest  would  be 
imposed  on  business  loans,  as  opposed  to  5-6  percent  in  China.  It  is 
no  wonder  that,  despite  the  escalating  labor  costs  in  China,  the  ove- 
rall production  of  manufactured  goods  from  China  is  still  much  higher 
than  Indonesia.  Wanandi  concluded  that  the  Indonesian  business  sec- 
tor has  entered  a  "dilemjnatic  position"  because  China  is  a  tremendous 
market  which  aggressively  imports  natural  materials  such  as  coal, 
manganese  and  iron  ore  from  Indonesia,  but  also  exports  manufac- 
tured goods  that  may  threaten  domestic  production. 

Faced  with  the  torrent  of  scathing  editorials  in  virtually  all  lead- 
ing newspapers  in  the  country,  protests  from  manufacturers,  rumors 
of  boycotts  and  overall  insecurity  as  to  how  Indonesia  should  combat 
the  potential  negative  effects  from  the  FTA,  the  government  reacted 
by  asking  for  re-negotiations.  Joint  discussions  were  held  by  the  Indo- 
nesian Chamber  of  Commerce,  the  ASEAN  Secretariat,  as  well  as  the 
Economic,  Industrial  and  Trade  Ministries.  The  discussions  resulted  in 
forwarding  the  Industry  Ministry's  request  for  the  postponement  of 
228  tariff  lines^  to  China.  ' 

How  did  China  respond  to  this  state  of  affairs  in  Indonesia?  Given 
its  complex  relationship  with  Indonesia,  which  included  23  years  of 
frozen  diplomacy  between  the  two  coimtries,  China  had  substantial 
issues  to  consider  in  approaching  the  situation  with  great  sensitivity. 
One  of  the  first  steps  initiated  by  the  Chinese  embassy,  in  collabora- 
tion with  the  Indonesian  Chamber  of  Commerce,  was  to  organize  a 
dialogue  between  Madame  Zhang  Qijme,  Ambassador  of  China  and 
the  Indonesian  business  community.  This  event  was  held  on  March  18, 
2010  at  the  Financial  Club. 

At  the  talk,  Madame  Zhang  discussed  how  China  and  Indonesia 
could  achieve  a  "win-win  solution,"  instead  of  seeing  the  ASEAN-Chi- 
na  FTA  as  a  threat.  She  opened  her  presentation  by  highlighting  the  60 
years  of  diplomatic  relations  between  the  two  countries,  emphasizing 
the  2005  Strategic  Partnership  pact  that  paved  the  way  for  smootlier 
bilateral  exchanges.  Madame  Zhang  went  on  to  state  that  hidonesia  is 
actually  not  the  main  export  market  for  Cliina.  Most  of  China's  exports 


"  Ryan  Kiryanto,  "Menimbang  implikasi  CAFTA,"  Suara  Karya,  4  February,  2010. 
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are  driven  towards  the  United  States  of  America  and  the  European 
Union.  According  to  her,  China's  goal  is  "to  make  the  region  prosper" 
as  the  ASEAN-China  ETA  opens  up  vast  opportunities  for  all  ASEAN 
countries.  This  is  because,  China  is  committed  to  spend  USD  10  bil- 
lion for  building  infrastructure  in  ASEAN  countries,  as  well  as  another 
USD  15  billion  for  other  investment  purposes.  The  ambassador  also 
affirmed  that  China  would  step  up  measures  to  control  their  manufac- 
turing sector  so  that  their  goods  will  not  flood  Indonesian  market  and 
ultimately  adversely  affecting  Indonesian  economy. 

Not  long  after  Madame  Zhang's  presentation  at  the  Financial 
Club,  China  sent  its  Trade  Minister,  Chen  Deming,  on  a  trade  mission 
to  Indonesia.  Chen  arrived  in  Jakarta  on  April  2,  2010  and  went  on 
to  hold  the  lO""  Indonesia-China  Joint  Commission  meeting  with  his 
coimterpart,  Mari  Pangestu,  Indonesian  Trade  Minister,  in  Yogyakarta 
on  April  3,  2010.  Despite  Indonesian  local  manufacturers'  calls  for  re- 
negotiations for  228  tariff  posts,  China  stood  firm  and  decided  to  ap- 
ply the  ASEAN-China  ETA  as  scheduled^".  Chen  assured  Indonesians 
that  the  Chinese  government  was  willing  to  help  Indonesia  improve 
its  Small  and  Medium^Enterprises'  (SMEs')  competitiveness.  He  also 
said  China  would  help  develop  Indonesia's  logistics,  machinery  and 
investment  promotion  efforts.  In  response  to  the  Chinese  govern- 
ment's offer  of  help,  Pangestu  said  that  the  solution  would  be  advanta- 
geous to  Indonesia.  She  added  that  both  countries  had  agreed  to  keep 
their  two-way  trade  balanced,  sustainable  and  profitable.  During  the 
Joint  Commission  Meeting,  Pangestu  and  Chen  also  signed  "Agreed 
Minutes  of  the  The  Meeting  for  Eurther  Strengthening  Economic  and 
Trade  Cooperation".  According  to  Pangestu,  the  agreement  contains 
steps  China  and  Indonesia  will  tmdertake  together  to  settle  problems 
faced  by  certain  sectors  as  a  consequence  of  the  implementation  of  the 
ASEAN-China  ETA.  The  two  countries  also  agreed  to  sustain  growth 
of  bilateral  trade. 

Discussion 

China's  swift  and  firm  actions  following  the  great  uncertainties 
arising  from  the  ASEAN-China  ETA  in  Indonesia  are  commendable  for 


Mustaqim  Adamrah,  "Attempts  to  postpone  some  parts  of  ASEAN-China  FTA  fail  "  The  lakarta 
Post,  5  April  2010,  p.  1. 
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several  reasons.  First,  it  exercises  great  sensitivity  in  honoring  Indo- 
nesia as  a  trade  partner.  The  Chinese  government  sent  its  ambassa- 
dor to  allay  fears  among  the  business  sector  and  followed  this  with  a 
visit  by  Chen  Deming,  the  Chinese  Trade  Minister.  Chinese  Premier 
Wen  Jiabao  was  also  scheduled  to  visit  Indonesia  but  had  to  cancel 
his  plans  because  of  pressing  domestic  issues  involving  natural  disas- 
ters. By  sending  high-ranking  officials  to  provide  information  about 
China's  investment  plans  in  the  region,  the  business  sector's  initial  ap- 
prehension turned  into  greater  imderstanding.  This  move  also  allowed 
Indonesia  to  'save  face'"  -  an  important  Chinese  cultural  practice  that 
the  Chinese  effectively  implemented.  Instead  of  letting  potential  pro- 
blems simmer  and  explode,  the  decision  for  the  Chinese  government 
to  send  high-ranking  officials  in  a  short  period  of  time  shows  utmost 
respect  for  Indonesia.  Second,  China  succeeded  in  making  Indonesia 
imderstand  that  it  cannot  make  concessions  for  one  country  as  the  FTA 
is  not  a  bilateral  but  a  multilateral  agreement  involving  all  ASEAN 
countries.  This  is  why  Indonesia's  attempts  in  renegotiations  failed. 
Third,  China's  efforts  allowed  the  Indonesian  government  to  respond 
positively  and  to  take  stock  of  the  current  situation  amid  critiques  for 
not  doing  enough  research  during  the  process  of  initial  negotiations 
and  for  its  inability  to  give  clear  guidelines  on  the  FTA  before  and  after 
its  implementation.  Consequently,  the  Indonesian  Chamber  of  Com- 
merce has  called  upon  more  active  participation  of  business  associa- 
tions to  voice  their  input  in  future  negotiations  of  other  trade  agree- 
ments that  have  not  been  signed,  such  as  the  Indonesia- Australia  Free 
Trade  Agreement. 


Mian  zi  or  face  is  a  significant  Chinese  cultural  practice  whereby  long-term  business  or  personal 
relationships  are  maintained.  Losing  your  temper,  confronting  someone,  putting  someone  on 
the  spot,  arrogant  behavior,  or  failing  to  accord  proper  respect  can  cause  a  loss  of  face  and 
subsequent  souring  of  a  relationship.  In  China,  trust  development  is  essential  in  building  a 
successful  business  relationship.  Honoring  mianzi  is  the  first  step  to  honor  the  development  of 
hojst  between  the  two  parties.  This  is  because,  according  to  Francis  Fukuyama  (1996),  the  famed 
Japanese  political-economist,  in  his  book.  Trust:  The  Social  Virtues  and  The  Creation  of  Prosperity 
(New  York,  NY:  Free  Press),  China  is  essentially  a  low-trust  countr)'  due  to  the  principles  of 
Confucianism.  Since  Confucianism  places  family  and  family  ties  above  all  other  relations,  a 
delicate  balance  must  be  established  to  leverage  a  conducive  and  trusting  environment  with 
business  relations.  Understanding  tninnzi  is  crucial  to  avoid  potentially  embarrassing  and/or 
damaging  situations  to  maintain  the  trust  that  has  been  nurtured  for  years. 
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What  more  can  be  done  by  policy  makers  in  Indonesia?  First,  poli- 
cy makers  need  to  utilize  the  available  media  resources  to  publicize  the 
exact  terms  of  the  ASEAN-China  FTA.  Specific  conditions  affecting  the 
relevant  business  sectors  should  be  outlined  in  a  public  announcement 
made  by  the  government  in  newspapers  with  the  highest  circulation 
figures  in  Indonesia  such  as  Kompas.  A  hotline  number  and  an  elec- 
tronic mail  (e-mail)  address  should  also  be  provided  to  field  queries 
from  concerned  individuals  and/ or  corporations.  Second,  policy  ma- 
kers would  have  to  prepare  Indonesia  better  to  be  one  of  the  main  pla- 
yers in  regional  integration.  As  Indonesia  is  the  largest  and  one  of  the 
best  economic  performers  in  Southeast  Asia  in  recent  years,  it  needs  to 
take  a  leadership  role  in  ASEAN  instead  of  responding  to  certain  trade 
agreements  when  they  have  already  been  decided  upon  and  imple- 
mented. 

Conclusion 

Ever  since  it  was  implemented,  the  ASEAN-China  FTA  has  become 
one  of  the  most  controversial  trade  agreements  in  Indonesia.  While  In- 
donesia is  fearful  for'its  industries  that  might  not  be  able  to  compete 
with  the  influx  of  inexpensive  manufactured  goods  from  China,  some 
industry  observers  see  the  FTA  as  an  impetus  for  greater  competitive- 
ness. For  example,  textile  industries  must  improve  their  machinery, 
tools  and  management  styles  that  should  have  been  upgraded  decades 
ago.  Therefore,  the  demise  of  several  Indonesian  textile  industries  in 
recent  years  is  not  caused  directly  by  the  FTA  but  is  actually  a  gradual 
process  that  has  been  occurring  for  years. 

The  lack  of  effective  two-way  commimication  between  the  Indo- 
nesian government  and  the  business  sector  also  caused  wariness  to 
escalate  into  potential  boycotts  and  overall  fear  of  the  FTA.  Rather  than 
allowing  the  situation  to  spin  out  of  control,  the  Chinese  government 
reached  out  considerably  to  maintain  good  guanxf^  (relations)  with  In- 


'2  Guanxi  is  a  fundamental  cultural  value  shared  not  only  by  the  Chinese  living  in  Cliina  but  also 
those  living  in  Taiwan,  Hong  Kong,  Thailand,  Indonesia,  and  in  other  overseas  CWnese  com- 
munities all  over  the  world.  Guanxi  is  based  on  the  perception  that  one's  existence  is  largely  in- 
fluenced by  one's  relationships  with  others,  and  that  one  cannot  alter  the  environment  but  must 
harmonize  with  it  (Wong,  Y.  H.  &  Leung,  Thomas,  K.  P.  2001  Guanxi:  Relationship  Marketing  in  a 
Chinese  Context.  New  York,  NY:  International  Business  Press.)  According  to  guanxi,  the  Chinese 
believe  that  maintaining  good  business  relations  is  crucial.  Therefore,  if  a  potential  threat  is 
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donesia  by  sending  high-ranking  envoys  to  explain  China's  goodwill 
and  that  Indonesia  is  not  the  main  target  of  exports  for  the  country. 
Hence,  Indonesia  does  not  need  to  feel  threatened  by  the  erasure  of 
tariffs  on  goods  flowing  in  and  out  of  the  country  Despite  these  reas- 
surances, however,  some  environmental  analysts  have  critiqued  Chi- 
na's great  interest  in  the  region,  especially  in  Indonesia,  to  supply  its 
ever-increasing  energy  needs  without  paying  enough  attention  to  the 
enviroimiental  damages  that  mining  for  natural  resources  and  starting 
up  palm  oil  plantations  have  caused  in  many  parts  of  Indonesia,  espe- 
cially Kalimantan^^. 

In  order  to  understand  the  reasons  behind  the  distinct  reactions 
of  both  the  Indonesian  and  Chinese  governments  to  the  controversies 
surrounding  the  FTA,  this  paper  has  sought  to  add  several  dimensions 
to  the  current  situation  by  including  historical  and  cultural  factors  to 
be  considered.  While  the  main  concern  of  the  FTA  is  still  the  economic 
impact  of  the  agreement  on  Indonesia  and  the  rest  of  the  ASEAN  coun- 
tries, comprehending  both  countries'  strategies  in  facing  the  issues  and 
problems  arising  from  the  FTA  through  the  lens  of  history  and  cul- 
ture allows  policy  makers  not  to  repeat  the  same  mistakes  and  to  learn 
from  the  effective  steps  taken.  As  these  factors  are  present  in  the  paper 
primarily  to  provide  contextual  backgroimd  for  readers  to  understand 
why  the  two  coimtries  reacted  to  the  FTA,  a  more  in-depth  study  on 
these  two  factors  should  be  conducted  by  researchers  in  the  future. 

In  the  event  when  the  situation  is  reversed  and  Indonesia  is  the 
one  that  faces  antagonistic  responses  to  a  bilateral  and /or  multilateral 
agreement  it  signed  with  other  regions  and/or  countries,  it  needs  to  be 
ready  with  an  efficient  plan  of  action.  This  is  why  Indonesia's  policy 
makers  need  to  prepare  the  coimtry  well  (e.g.  by  soliciting  information 
from  the  business  sector,  conducting  rigorous  research  and  sharpening 
its  negotiation  skills  during  future  free  trade  agreement  discussions)  as 
it  becomes  an  increasingly  important  player  in  the  global  economy. 


seen,  the  problem  must  be  solved  as  soon  as  possible  to  sustain  a  harmonious  relationship  with 
one's  business  partners. 

M.  Hudaya  Bulya,  "Between  CAFTA  and  environmental  concerns,"  The  Jakarta  Post,  12  Februa- 
ry 2010,  p.  7. 


GLOBAL  TRADE  CHALLENGES  IN  THE  MIDST 
OF  THE  CLIMATE  CHANGE  AGENDA 

Mari  E.  Pangestu  &  Sjamsu  Rahardja 


Introduction 

The  issue  of  trade  and  environment  has  lately  become  more  popu- 
lar. A  recent  example  of  how  environment  can  have  an  impact  on  trade 
is  the  case  where  several  multinational  companies  stopped  the  produc- 
tion of  the  largest  palm  oil  plantation  in  Indonesia  because  of  envi- 
ronmental issues.  Previously,  many  countries  have  expressed  concern 
over  the  ideas  of  some  developed  countries  to  implement  border  tax 
adjustment  on  products  from  coimtries  that  do  not  have  strong  en- 
vironmental regulations.  Meanwhile,  many  developing  countries  are 
also  worried  that  there  will  be  an  increase  on  the  quality  or  environ- 
mental standards  on  their  exports  to  the  EU,  which  will  add  a  series  of 
non-tariff  measures. 

The  ongoing  debate  between  trade  and  climate  change  shows  the 
close  relationship  between  the  two  subjects.  Global  trade  has  contri- 
buted US$  60  trillion  to  the  global  economic  growth  and  it  has  also  in- 
creased the  intensity  of  the  debate  between  trade  and  climate  change. 
On  one  hand,  the  world  is  beginning  to  recognize  that  global  trade  is 
contributing  to  the  increase  of  greenhouse  gas  emissions.  Trade  and 
transportation  sectors  are  estimated  to  contribute  14%  from  total  Green- 


Man  E.  Pangestu  is  the  Minister  of  Trade,  Government  of  Indonesia. 
Sjamsu  Rahardja  is  an  economist  for  the  East  Asia  and  Pacific 
Region  at  the  World  Bank. 
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house  Gas  (GHG)  emissions'.  On  the  other  hand,  the  degradation 
caused  by  climate  change  can  have  an  effect  on  the  future  of  global 
trade  capacity  and  order. 

Trade  and  investment  have  a  significant  role  to  play  in  the  efforts  to 
halt  climate  change.  Many  studies  have  pressed  upon  the  fact  that  it  is 
difficult  to  pursue  GHG  target  if  the  global  community  only  relies  on  the 
internalization  policies  on  the  prices  of  carbon  emission  in  production 
costs  (carbon  pricing,  cap  and  trade)l  In  other  words,  the  world  needs 
a  basic  change  from  energy  sources,  production  methods,  means  of 
transportation,  and  natural  resources  extraction  patterns.  Thus,  here 
lies  the  contribution  of  trade  and  investment.  Trade  and  investment 
can  quicken  the  product  diffusion  process  and  environmentally 
friendly  technology  that  is  needed  to  lower  GHG  emissions.  Trade 
and  investment  policies  can  also  be  directed  to  facilitate  the  change 
of  people  and  industry  behavior  towards  a  more  environmentally 
friendly  constimption  patterns  and  production  technology. 

However  the  challenges  of  trade  and  climate  change  are  global 
challenges  that  are  complex  and  need  a  multilateral  solution.  Up  imtil 
now,  there  are  still  many  different  perspectives  on  trade  policies  that 
can  prevent  climate  change.  Differences  of  views  occur  on  who  has  to 
carry  out  initiatives  to  lower  GHG  emissions.  However,  coimtries  also 
differ  on  the  trade  and  investment  instruments  to  be  used  to  alleviate 
effects  of  change.  There  is  also  concern  on  the  increase  of  initiatives  on 
using  environmental  standards  while  at  the  same  time  there  is  still  no 
agreement  on  eliminating  obstacles  of  the  trade  on  environmentally- 
friendly  products.  Thus,  the  more  integrated  the  global  economy 
become,  the  more  challenging  it  becomes  to  synchronize  perceptions 
on  trade  policy  with  the  goal  to  reduce  climate  change. 

This  writing  discusses  the  relationship  and  the  challenges  in 
matching  the  trade  and  climate  change  agenda.  This  writing  sum- 
marizes the  multilateral  issues  of  trade  and  climate  change.  Among 
them  is  the  root  cause  of  the  different  perspectives  on  liberalization  of 


'  Nicholas  Stern,  "The  Economics  of  Climate  Change:  The  Stern  Review,"  (Cambridge,  U.K.: 
Cambridge  University  Press,  2007).  Available  online:  http://www.hm-treasury.gov.uk/inde- 
pendent_reviews/stern_review_economics_climate_change/sternreview_index.c(Tn. 

^  See  Stern,  "The  Stern  Review,"  and  Ross  Gamaut,  "The  Gamaut  Climate  Change  Review," 
Cambridge  Press,  2008. 
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environmentally  friendly  goods  (or  EG).  Another  issue  is  the  increas- 
ing number  of  unilateral  actions,  which  implement  trade  instruments 
such  as  non-tariff  policies  for  environmental  reasons,  especially  by  de- 
veloped coimtries.  Meanwhile  we  also  see  a  close  correlation  between 
the  trade  agreement  on  environmentally  friendly  product  and  tech- 
nology with  the  Doha  Round  negotiations.  Developed  countries  also 
play  a  role  in  ensuring  the  success  of  the  multilateral  trade  and  climate 
change  initiatives. 


Box  1.  Trade  and  environment  as  perceived  by  Emil  Salim 

Professor  Emil  Salim  has  repeatedly  emphasized  the  importance 
of  intervention  policies  on  market  mechanism  to  reflect  the  true 
"economic"  value.  In  the  context  of  environment,  he  stressed  the 
significance  on  internalizing  the  excess  costs  of  environment  into 
production  costs.  Meanwhile  trade  is  an  economy  praxis  that  has 
an  externality  potential  as  mentioned  by  Kenneth  Arrow  but  can- 
not always  be  solved  by  market  mechanism  (invisible  hand)  ac- 
cording to  Adam  Smith.  Professor  Emil  Salim  critically  pointed 
out  the  low  internalization  of  cost  that  occurs  due  to  the  exploita- 
tion of  natural  resources  in  the  structure  of  cost  production,  that 
creates  the  trade  of  products  with  non-environmentally  friendly 
production  technology. 


Global  Trade  Trend  and  Climate  Change  Issue 

Global  trade  has  shown  an  increasing  trend  in  the  last  two  de- 
cades. Globalization  and  the  process  of  world  economy  integration 
have  drastically  increased  the  role  of  trade  (export  and  import)  in  the 
last  two  decades,  hi  1990,  world  trade  was  at  32  percent  of  total  GDP 
and  in  2008  it  reached  52.5  percent  (Figure  1).  Developing  countries  sig- 
nificantly contributed  to  this  increase  in  global  trade.  During  the  same 
period,  the  role  of  trade  in  developing  countries  GDP  increased  from 
39.5  percent  to  69  percent.  The  increase  in  developing  countries'  roles 
is  caused  by  the  emergence  of  China  as  one  of  the  largest  exporters  in 
the  world  and  the  strengthening  of  developing  countries  in  Asia  such 
as  h\dia  and  ASEAN,  and  in  Latin  America  such  as  Brazil  and  Chile. 
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In  other  words,  globalization  has  given  an  opportunity  to  developing 
countries  to  utilize  trade  to  accelerate  their  economic  growth. 
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Figure  1.  Increasing  Global  Trade  War 
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Source:  EIU,  processed  by  authors 


At  the  same  time,  the  world  is  concerned  that  it  will  not  achieve 
the  target  to  lower  global  carbon  emissions.  Without  aggressive  ac- 
tions to  reduce  emissions,  it  will  be  hard  to  achieve  the  target  to  re- 
duce global  emissions  below  550  ppm.  The  simulation  conducted  by 
the  Intergovernmental  Panel  on  Climate  Change  (IPCC)  showed  that 
even  if  the  target  550  ppm  is  achieved,  there  is  still  the  possibility  of 
deviation  that  can  cause  a  rise  in  sea-level  temperature.^  If  that  hap- 
pens, then  there  will  be  an  increasing  risk  of  extreme  weather  changes 
which  will  endanger  the  continuity  of  life.  Coimtries  located  on  the 
tropical  line  will  suffer  from  the  increase  in  sea  level  and  rain  while 
sub-tropic  countries  will  experience  an  increase  in  draught  and  otlier 
climate  change  threats.  Therefore,  the  13*  Conference  of  Parties  (COP) 
of  the  UN  Framework  Convention  on  Climate  Change  (UNFCCC)  in 
Bali  established  the  "Bali  Roadmap"  initiative  to  accelerate  a  multila- 
teral agreement  for  preventive  actions  on  climate  change  post-Kyoto 
Protocol  in  2012.  However  many  parties  are  concerned  that  this  agree- 


^  See  Intergovernmental  Panel  on  Climate  Change  Report,  2007  |Ed.I,  and  Cnmniit,  "The  Gar- 
naut  Review." 
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ment  will  be  hard  to  achieve  because  there  are  still  many  developed 
and  developing  countries  who  are  still  conducting  business  as  usual 
activities,  and  many  agreements  were  not  achieved  at  the  14""  UNFC- 
CC  COP  in  Copenhagen. 

The  strong  pressure  on  the  need  of  a  drastic  action  to  reduce  emis- 
sion is  also  supported  by  a  study  on  economic  impact  from  climate 
change.  Stem  Review"  predicted  that  if  there  is  inaction  to  reduce  GHG 
emissions,  then  the  annual  economic  impact  from  climate  change  is 
estimated  to  be  anywhere  between  5  percent  to  20  percent  of  GDP.^ 
Therefore,  international  collective  steps  must  be  mobilized  quickly  to 
take  preventive  actions.  However  some  studies  also  share  the  concern 
that  internalizing  carbon  emissions  to  production  costs  will  not  be  ef- 
fective to  lower  GHG  emissions  to  the  targeted  level.  Thus,  it  is  also 
important  to  boost  the  use  of  low-carbon  energy  and  environmentally 
friendly  technology. 

In  the  context  of  trade  and  climate  change  issues,  the  debate  on 
this  topic  further  shows  that  the  two  issues  are  closely  linked.  This 
link  occurs  because  of  the  relationship  between  physical  impact,  policy 
impact,  economic  scale^and  the  change  in  production  method  and  pat- 
terns of  consumption.  This  is  shown  in  brief  by  Figure  2. 

•  Trade  policy  has  an  impact  on  climate  change  through  eco- 
nomic activities.  The  negative  impact  of  trade  on  the  environ- 
ment comes  from  carbon  emissions  from  transportation  and 
production  process,  and  from  excessive  exploitation  of  nature. 
The  economic  scale  effect  has  a  negative  potential  towards  the 
envirormient  because  the  incentive  to  produce  is  valued  more 
to  lower  average  costs.  However,  positive  trade  impact  on  en- 
vironment can  come  from  the  use  of  environmentally  friendly 
production  technology  and  a  composition  change  in  traded 
goods  (product  composition  effect). 

•  Meanwhile,  policies  to  decrease  climate  change  effects  can  in- 
fluence product  competition  (competitiveness  effect).  This  is 


Stem,  "The  Stern  Review." 

Even  so,  many  economies  believe  that  the  economic  effects  from  Stern,  "The  Stern  Review  "  to 
be  quite  controversial.  Nordhaus  (William  J.  Nordhaus,  "The  Stern  Review  on  the  Economics  of 
Climate  Change,"  NBER  zstructure. 
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Figure  2.  Linkage  between  Trade  and  Climate  Change 


direct  effects 

Source:  Jiang  Keijun,  Aaron  Cosbey  dan  Deborah  Murphy/'Embodied  Carbon  in  Traded  Goods," 
In  Aaron  Cosbey,  ed..  Trade  and  Climate  Change:  Issues  in  Perspective  (International 
Institute  for  Sustainable  Development  (IISD),  Canada,  2007). 

because  of  the  increase  in  costs  taken  up  by  the  consumers 
and  producers  in  a  short-term  period  due  to  the  implementa- 
tion of  emission  standards  and  the  responsibility  to  use  miti- 
gation technology  in  the  production  process. 

•  On  the  other  hand,  climate  change  will  also  have  a  physical 
impact  on  decreasing  the  economic  performance.  Climate 
change  increases  the  risk  of  floods  and  draught  that  can  da- 
mage fields.  Meanwhile  pollution  and  other  environmental 
damages  can  affect  the  quality  of  human  resources  as  well  as 
work  productivity. 

•  Finally,  legal  linkages  between  trade  and  environmental  poli- 
cies are  needed.  It  is  also  urgent  to  decrease  the  negative  ex- 
cess of  trade  on  the  environment  in  a  mamier  tliat  maintains 
the  open  policy  of  the  world  trade  system. 
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From  the  explanation  above,  trade  has  a  role  in  determining  on 
whether  or  not  adaptation  and  mitigation  efforts  on  climate  change 
will  succeed.  Trade  is  a  catalyst  that  can  accelerate  product  distribution 
and  the  usage  of  environmentally  friendly  technology  to  achieve  tar- 
get emissions  and  to  stabilize  GHG  concentration  in  the  atmosphere. 
Specifically,  the  acceleration  of  environmentally  friendly  technology 
transfer  to  developing  countries  is  a  critical  element  in  the  success  to 
achieve  emission  target^  Therefore,  regulation  and  decrease  of  trade 
barriers  as  well  as  investment  in  envirormientally  friendly  products 
and  technology  will  determine  the  efforts  to  reduce  the  effects  of  cli- 
mate change. 

Meanwhile,  the  issue  of  the  environment  has  become  a  part  in  the 
discussions  on  world  trade  negotiations.  First,  the  WTO  has  a  Commit- 
tee for  Trade  and  Enviroiunent  (CTE)  whose  assignment  is  to  identify 
the  relationship  between  trade  and  environment  instruments  and  to 
make  recommendations  on  the  multilateral  trade  system.  However  this 
is  not  the  first  time  that  the  world  trade  community  has  paid  attention 
to  coordinating  trade  and  enviroimiental  issues.  Before  the  establish- 
ment of  the  WTO,  the'world  trade  community  created  Environmental 
Measures  and  International  Trade  (EMTI)  in  1971  as  part  of  GATT.  Se- 
cond, article  31  in  the  Doha  Declaration  has  opened  new  negotiations 
on  the  elimination  of  tariff  and  non-tariff  barriers  for  environmental 
goods  and  services  as  well  as  to  strengthen  coordination  between  WTO 
and  250  and  more  multilateral  environmental  agreements  (ME As). 


Box  2.  Informal  Meeting  of  Trade  Ministers  to  discuss  trade  and 

climate  change 

At  the  sidelines  of  the  13*  UNFCCC  COP  in  Bali,  trade  minis- 
ters from  twelve  coimtries  and  ministerial  representatives  from 
other  countries  gathered  to  discuss  trade  and  climate  change  is- 
sues. Even  though  it  was  informal,  it  was  the  first  time  a  meet- 
ing to  discuss  climate  change  issues  was  held  at  the  level  of  trade 
ministers. 


'  Stem,  "The  Stem  Review. 
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At  this  meeting,  chaired  by  the  Indonesian  trade  minister,  the 
ministers  demonstrated  an  understanding  that  climate  change  is 
a  global  challenge  to  the  continuity  of  life.  The  ministers'  com- 
prehension also  showed  the  importance  of  the  role  of  trade  in  al- 
leviating the  impacts  of  climate  change  and  that  the  developing 
countries  are  the  stakeholders  with  the  most  to  lose  from  climate 
change. 

Several  coimtries  also  used  that  meeting  as  a  forum  to  lodge 
their  complaints.  The  United  States  and  the  EU  explicitly  support- 
ed the  tariff  decrease  on  environmentally  friendly  goods  while 
Brazil  questioned  the  definition  of  environmentally  friendly  good. 
The  meeting  was  adjourned  with  several  conclusions  such  as  the 
need  to  further  study  the  impact  of  trade  policy  towards  climate 
change  and  to  increase  coordination  between  the  WTO  and  MEA 
forums. 


The  world  trade  commimity's  concerns  on  climate  change  also 
continue  to  rise  in  parallel  to  the  increasing  concern  of  the  global 
commimity.  As  a  testament,  trade  ministers  from  all  over  the  world 
conducted  an  informal  meeting  to  discuss  trade  and  climate  change 
in  Bali,  on  the  sidelines  of  the  13"^  UNFCCC  COR  This  meeting  deter- 
minedly stated  that  climate  change  is  a  global  challenge  that  needs  a 
multilateral  solution.  Climate  change  is  also  a  development  challenge 
because  it  causes  economic  degradation  and  poverty  increase  in  devel- 
oping countries. 

Challenges  to  the  Commitment  of  the  World  Trade  Community 

Now  the  question  is,  if  the  world  trade  community  is  conscious 
of  its  role  and  has  a  strong  commitment  to  lessen  the  impact  of  climate 
change,  why  are  there  many  disputes  on  trade  policy  to  lessen  the  im- 
pact of  climate  change?  Why  are  there  still  minimum  results  on  tlie 
multilateral  talks  on  trade  initiatives? 
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First,  the  challenges  are  within  the  context  of  negotiations  on  the 
responsibilities  of  developed  countries  versus  developing  countries 
in  lowering  GHG  emissions.  Many  studies  have  shown  that  deve- 
loped countries  are  responsible  towards  the  majority  of  large  stocks 
of  GHG  emissions  while  several  developing  coimtries  are  the  lar- 
gest contributors  of  GHG  emissions/  On  the  other  hand,  studies  also 
have  shown  that  developing  countries  have  more  to  lose  from  climate 
change  compared  to  developed  countries.  Many  developing  coimtries 
are  geographically  located  in  areas  that  are  vulnerable  towards  climate 
change,  are  dependent  on  trade  of  natural  resources-based  products, 
and  have  limited  funding  to  carry  out  actions  to  lessen  the  effects 
of  climate  change.  So  what  is  inherent  in  this  debate  is  the  issue  of 
responsibility  equity  between  developed  and  developing  countries  in 
taking  concrete  steps  to  lower  GHG  emissions. 

Second,  there  are  still  many  who  suspect  that  environmental  issue 
is  a  reason  for  protectionist  policies.  Jn  this  regard,  developing  coun- 
tries have  strongly  vocalized  their  concerns  on  the  use  of  non-tariff 
policies  without  any  scientific  evidence  on  their  benefits  to  decrease 
climate  change  effectsTThis  suspicion  has  come  about  because  of  non- 
tariff  policies  that  create  procedures,  which  become  a  burden  to  ex- 
ports, especially  exports  from  developing  countries.^ 

However,  a  more  complex  challenge  occurs  because  of  the  lack 
of  concrete  agreement  on  the  definitions  of  environmental  goods  and 
services  (EG).  Currently  there  are  at  least  two  EG  categories  which 
are  traditional  environmental  goods  and  environmentally  preferred 
products.  Included  in  the  first  category  are  products  to  solve  carbon 
capture  and  carbon  storage  (CSS)  problems.  Meanwhile  in  the  second 
category  are  products  that  are  more  friendly  effect  on  the  environment 
than  similar  products  (such  as  energy-saving  light  bulbs). 

•     Product  process  method:  Majority  of  WTO  members  have  not 
agreed  on  whether  a  particular  product  can  have  an  EG  status 


Included  in  developing  countries  are  Brazil,  China,  India  and  Indonesia. 

Anderson  and  van  Wincoop  Uames  E.  Anderson  &  Eric  van  Wincoop,  "Trade  Costs,"  Jouriml  of 
Economic  Literature,  American  Economic  Association,  Vol.  42(3),  September  2004,  p.  691-751)  esti- 
mated that  the  costs,  which  occurred  from  non-tariff  policies,  are  tariff  equivalent  to  as  large  as 
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if  that  product  was  made  with  environmentally  friendly  process 
compared  to  another  similar  product.^  This  disagreement  is  based 
on  (i)  technology  that  is  continuously  changing  and  (ii)  difficulties 
faced  by  custom  authorities  in  distinguishing  EG  products  from 
non-EG  products.  As  an  example,  a  hybrid  car  cannot  be  catego- 
rized as  EG  because  technology  is  always  changing. 
•  Dual  use:  A  more  serious  problem  faced  by  WTO  members  is 
how  to  determine  whether  a  product  is  categorized  as  EG  if  that 
product  can  be  used  for  environmentally  friendly  products  or  vice 
versa.  As  an  example,  a  set  of  electronic  components  can  be  used 
as  part  of  an  environmentally  friendly  vehicle  or  a  conventional 
vehicle.  Another  example,  a  metal  pipe  can  be  used  as  a  compo- 
nent in  a  wind  power  electricity  generator  or  as  an  installation  to 
extract  oil.  Again,  the  customs  authority  will  find  difficulties  in 
determining  whether  a  product  is  appropriate  enough  to  receive 
EG  preference  or  not. 

Even  though  these  fwo  problems  still  exist,  there  are  now  seve- 
ral versions  of  EG  list  that  are  looking  for  approval.  Several  coimtries 
that  are  often  labeled  as  Friends  of  Environmental  Goods  suggest  a  list 
approach.  They  recommend  the  elimination  of  trade  barriers  for  153 
products  that  they  claimed  as  EG.  However,  the  majority  of  developing 
countries  are  very  concerned  with  the  dual  issue  mentioned  above  and 
will  not  simply  agree  to  the  EG  list.  Developing  countries  also  saw  that 
the  facilitation  of  technology  transfer  from  developed  countries  is  still 
very  minimal  in  the  list  approach  suggestion.  India  has  come  up  with 
a  project  approach  recommendation,  which  is  a  product  receives  an  EG 
status  if  that  particular  product  is  part  of  a  CDM  mitigation  or  climate 
change  adaptation  project.  Meanwhile  Argentina  and  Brazil  have  re- 
commended other  approaches  (see  Table  1  for  a  summary). 

Several  suggestions  on  eliminating  EG  barriers  also  came  from 
outside  the  multilateral  negotiation  forum.  One  of  tliem  is  a  duty 


'  An  obvious  example  from  Unis  debate  is  the  difference  in  opinion  between  the  United  States  and 
Brazil  on  whether  or  not  bio-fuel  produced  by  soybeans  is  considered  HG.  The  United  States 
views  that  it  cannot  be  considered  as  EG  while  Brazil  views  otherwise. 
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drawback  system  to  answer  the  problem  of  "dual  use".  In  this  system, 
import  tax  will  be  returned  if  the  consumer  uses  that  particular  pro- 
duct for  the  needs  of  environmentally  friendly  technology.'"  However 
this  suggestion  has  been  criticized  because  of  the  administrative  costs 
that  will  further  burden  developing  countries.  Another  suggestion  is 
to  combine  a  request  and  offer  approach  with  the  list  and  project  ap- 
proaches by  selecting  a  group  of  products  as  EG.  With  an  agreed  list 
of  scientific  indicators,  a  group  of  products  are  selected  as  EG  in  ac- 
cordance to  "list"  or  "project"  and  then  offered  to  eliminate  the  tariff." 
However,  there  is  still  a  debate  on  which  group  of  products  to  be  se- 
lected as  EG. 

The  fact  that  there  is  no  agreement  yet  on  eliminating  trade  bar- 
riers on  EG  goods  and  services  is  a  reflection  on  the  problems  of  multi- 
lateral trade  negotiations  in  the  WTO  especially  the  Doha  negotiations. 
In  addition  to  the  various  definitions  on  EG,  talk  on  eliminating  EG 
trade  barriers  is  not  that  simple  because  of  its  relations  to  the  process 
of  the  Doha  negotiations.  For  example,  the  dispute  between  Brazil  and 
the  United  States  on  bio-fuel  reflects  the  problems  on  elements  of  the 
Doha  negotiations  such  as  the  agriculture  subsidy  negotiations  and  ac- 
cess to  non-agricultural  products  (NAMA).  Many  developing  coun- 
tries view  the  list  approach  suggestion  as  attempts  made  by  developed 
countries  to  open  market  access  for  non-agricultural  products.  Mean- 
while, many  developing  countries  would  like  to  see  the  elimination 
of  trade  barriers  on  more  agricultural  products  or  products  made  by 
local,  environmentally  friendly  technology. 


See  Robert  Howse  and  Petrus  van  Bork,  "Options  for  Liberalising  Trade  in  Environmental 
Goods  in  the  Doha  Round/'  ICTSD  Trade  and  Environment  Series  Issue  Paper  No.  2  (Geneva, 
Switzerland:  International  Centre  for  Trade  and  Sustainable  Development,  2006) 
"  See  Claro,  Edmuno,  Nicolas  Lucas,Mahesh  Sugathan,Mario  Marconini  and  Enrique  Lendo, 
"Trade  in  Environmental  Goods  and  Services  and  Sustainable  Development:  Domestic  Consid- 
erations and  Strategies  for  WTO  Negotiations",/CTSD  Environmental  Goods  and  Services  Series, 
Policy  Discussion  Paper 

(Geneva,  Switzerland:  International  Centre  for  Trade  and  Sustainable  Development,  2007) 
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Table  1.  Review  on  Several  Recommendations  to  Eliminate  Trade 
Barriers  on  Environmental  Goods  and  Service 


A  1 

Approach 

all 

Suggested  by 

Summary  of  approach 

List  approach 

Friends  of  Environ- 

Eliminate bound  tariff  permanently 

mental  Goods  (EU, 

for  153  EG  products 

Canada,  Japan, 

New  Zealand, 

Norway,  Taiwan, 

Switzerland  and 

the  United  States) 

Project  approach 

India 

Eliminate  trade  barriers  temporarily 
tor  goods  and  services  used  for  envi- 
ronmental projects  (such  as  CDM) 

Hybrid  approach 

Argentina 

Similar  to  project  approach  but  with 
an  obligation  to  identify  the  type  of 
nroduct  whose  tradp  harripr  must  hp 
eliminated 

Request  and  of- 

Brazil 

Similar  to  the  approaches  of  the  mul- 

fer approach 

tilateral  negotiations  on  services.  Gen- 
eral Agreements  on  Trade  in  Services 
(GATS).  Each  country  proposes  which 
EG  products  are  barrier-free. 

Source:  Summarized  from  various  sources 


Several  unilateral  actions  have  also  proven  to  be  unhelpful  in 
solving  problems  and  instead  further  strengthen  the  suspicion  of 
protectionist  motives  behind  environmental  policies.  This  is  seen  in 
the  policy  proposal  that  responded  to  the  erosion  of  competitiveness 
and  carbon  leakage  due  to  tighter  environmental  policies.  Several 
coimtries,  especially  developed  countries,  believe  that  the  burden 
of  costs  that  must  be  carried  by  the  industry  in  order  to  follow 
environmental  policy  will  lower  the  competitiveness  of  domestic 
industry.  They  are  also  worried  about  carbon  leakages,  which  is  the 
transfer  of  carbon  industry  and  emissions  to  developing  countries  with 
weak  envirorunental  regulations.  Therefore  the  discussion  on  puttiiig 
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tax  imports  from  coimtries  that  have  weak  environmental  regulations 
(border  tax  adjustment  or  BTA)  came  about  after  it  was  suggested 
by  the  United  States.'^  Although  this  policy  may  be  able  to  decrease 
carbon  emissions,  it  may  not  be  effective  because  of  the  potentially 
large  operational  costs."  In  addition,  many  parties  believe  that  BTA 
has  the  potential  to  violate  WTO's  most  favored  nation  principle  to 
a  particular  product.  The  MFN  principle  is  against  discriminating  a 
similar  product  that  is  produced  by  different  countries.^^ 

Another  unilateral  action  is  eco-labeling  or  labeling  products  that 
are  made  with  environmentally  friendly  process.  Compared  to  other 
instnmients,  the  eco-label  instrument  is  also  used  by  the  private  sector 
for  marketing  purposes.  As  an  example,  many  retailers  in  developed 
countries  are  taking  advantage  of  the  environment  initiatives  of  con- 
simier  organizations.^^  However,  the  concern  is  that  occurring  import 
discrimination  may  not  be  solved  by  WTO  mechanism  since  that  in- 
strument is  a  private  sector  policy.  Another  instrument  that  can  also 
incur  costs  is  the  application  of  environmental  standards  or  energy  ef- 
ficiency for  products.  Even  though  it  is  predicted  to  be  quite  effective 
in  lowering  carbon  emissions,  the  government  must  also  give  incen- 
tives of  subsidies  to  the  industry  if  they  want  to  miivimize  the  negative 
short-term  effects  on  competitiveness^^. 


"  The  United  States  has  prepared  a  Climate  Security  Act  that  calls  for  all  countries  to  lower  GHG 
emissions.  One  of  the  suggested  clauses  is  that  after  two  years  of  enforcement,  the  US  will 
require  US  importers  to  pay  "carbon  offset"  if  they  import  products  from  countries  with  high 
GHG  emissions. 

"  Warrick  J.  McKibbin  and  Peter  Wilcoxen,  "The  Economic  And  Environmental  Effects  Of  Border 
Tax  Adjustments  For  Climate  Policy,"  paper  for  seminar  "Climate  Change,  Trade  And  Competi- 
tiveness Is  A  Collision  Inevitable?"  Brookings  Institution,  Washington,  DC,  2008. 

"  The  OECD  (Dr.  Ottar  Maestad,  Environmental  Policy  In  The  Steel  Industry:  Using  Economic 
Instruments",  OECD  Report  COM/ENV/EPOC/DAFFE/CFA(2002)68/FINAL,  2003)  also  fo- 
cuses on  the  impact  of  combining  emission  taxes  and  BTA  on  steel  emission  and  production  by 
using  a  general  equilibrium  model.  OECD  estimates  that  even  though  emission  taxes  and  BTA 
can  lower  emissions,  leakages  will  still  occur  through  an  increase  of  oil  demand  from  countries 
who  do  not  have  emission  tax  regulaHons  and  BTA.  This  is  thought  to  be  the  cause  of  decreas- 
ing oil  prices  due  to  a  decrease  in  oil  demand  from  countries  with  low  emission  teclinology 

"  However  many  also  believe  that  Article  XX  WTO  allows  for  preventive  action  on  tariff  discri- 
mination towards  products  that  endanger  environmental  and  life  sustainability. 
An  example  that  is  often  used  is  eco-label  and  food  miles  to  show  the  consumers  the  number 
of  emission  produced  by  production  or  transportation. 

"  World  Bank,  "International  Trade  and  Climate  Change:  Economic,  Legal,  and  Insdhitional  Per- 
spective", 2008,  The  World  Bank,  Washington,  DC. 
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The  controversy  on  the  methodology  on  determining  carbon  con- 
tent in  a  particular  product  also  triggered  debate  amongst  the  trade 
community.  Even  though  the  technology  to  determine  carbon  content 
is  available,  many  parties  point  out  the  variations  of  the  measurement 
results  depending  on  the  assumption  and  methodology  used.^^  Even  if 
there  is  an  agreement  on  the  methodology  used  to  determine  carbon 
content,  the  question  is  at  what  stage  should  the  measurement  begin? 
Should  it  start  at  the  production  process  or  at  the  start  of  the  consump- 
tion of  the  product?  What  about  determining  the  contribution  emis- 
sions from  each  producer  if  the  production  process  takes  place  in  many 
countries?  For  products  that  largely  use  domestic  inputs,  such  as  agri- 
cultural products,  carbon  content  measurement  can  be  done.^^  For  ex- 
ample, carbon  content  measurement  on  fruits  can  begin  from  the  seed 
planting  stage  imtil  the  harvest  stage.  However,  in  the  global  economy 
that  is  becoming  more  integrated,  it  is  not  easy  to  measure  carbon  con- 
tent on  manufactured  products.  The  majority  of  manufactured  prod- 
ucts, especially  electronic  machines  and  products,  are  done  by  a  pro- 
duction network  that  involves  an  exchange  of  process  of  components 
and  production  in  many  countries.  This  is  why  it  is  relatively  difficult 
to  determine  the  carbon  content  portion  of  each  coimtry.  For  example, 
it  is  hard  to  determine  who  is  most  responsible  for  the  acciimulation 
of  carbon  content  on  a  hard-disc  product  because  it  is  made  by  com- 
ponents processed  in  many  countries,  in  which  those  components  are 
also  most  probably  made  by  production  network  (Figure  3). 


"  One  of  the  most  popular  models  suggested  is  the  full  life  cycle.  However  to  produce  an  accurate 
carbon  content  measurement,  this  method  requires  a  very  large  and  detailed  data  input  (Keijun, 
et.al.,  "Embodied  Carbon."). 

'''  Even  though  there  is  no  agreement  on  whether  production  equipments  must  also  be  measured. 
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Figure  3.  The  difficulty  in  measuring  carbon  contents  of  manufac- 
tured products  made  in  a  production  network 


Source:  Baldwin,  Richard  E.  2006.  "Managing  the  Noodle  Bowl:  The  Fragility  of  East  Asian 
Regionalism."  CERPDiscussion  Paper  5561,  Center  for  Economic  Polity  Research,  Lon- 
don". 


Challenges  and  Opportunities  for  Developing  Countries 

Climate  change  is  a  serious  problem  for  the  sustainability  of  life 
and  therefore  developing  countries  cannot  be  passive  in  facing  this 
challenge.  Long-term  economic  effects  caused  by  climate  change  v^ill 
also  be  largely  felt  by  developing  coimtries^o.  Environmental  dama- 
ge and  extreme  weather  changes  will  affect  economic  performance  as 
well  as  the  livelihood  of  poor  people.  Developing  coimtries  must  work 
hard  to  gain  access  and  technology  capacity  to  adapt  to  climate  change. 
However  it  is  also  important  for  developing  coimtries  to  take  part  in 
multilateral  climate  change  mitigation  efforts. 

The  deadlock  of  the  Doha  Round  negotiations  is  damaging  to 
the  developing  countries  and  it  slows  down  efforts  to  reduce  climate 
change.  The  agenda  to  negotiate  on  decreasing  trade  barriers  and  on 


Stem,  "The  Stern  Review. 
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investing  in  environmentally  friendly  products,  services  and  techno- 
logy will  be  delayed  due  to  the  lack  of  agreement  on  other  negotia- 
tions. The  deadlock  on  concluding  the  Doha  Roimd  will  cause  many 
countries  to  use  trade  instruments  for  environmental  purposes  but  it 
will  conflict  with  multilateral  trade  principles. 

Developing  countries  have  several  reasons  to  be  concerned  on 
the  possibility  of  discrimination  from  trade  instruments  for  environ- 
mental purposes.  First,  the  industrialization  process  and  the  condi- 
tions of  comparative  advantages  of  many  developing  countries  still 
create  a  large  dependency  on  exports  of  energy  and  primary  products. 
Available  data  (Figure  4)  shows  that  the  intensity  of  energy  usage  in 
developing  countries'  exports  is  relatively  increasing  compared  to  de- 
veloped coimtries^^  This  indicates  the  relatively  high  carbon  intensity 
of  developing  countries  exports  compared  to  developed  coimtries.  Be- 
sides that,  many  developing  countries  also  have  comparative  advan- 
tage on  exports  of  primary  products  such  as  coal,  oil  and  gas,  palm, 
and  forestry  or  agricultural  products.  Those  products  are  often  con- 
sidered to  have  an  impact  on  the  environment  or  a  significantly  large 
carbon  emission  even  though  that  is  not  always  true. 

Therefore  developing  countries  have  a  strong  reason  to  ask  for 
transparency  in  changes  in  the  environmentally  friendly  technology. 
Not  all  developing  countries  have  the  funding  capacity  and  the  engi- 
neering capacity  for  environmentally  friendly  technology  products. 
Developing  coimtries  need  access  to  fimding  and  technological  chang- 
es in  order  to  change  their  consumption  and  production  patterns  to  be 
more  environmentally  friendly. 

However  it  is  important  to  have  a  synergy  between  trade  policies 
and  change  in  fiscal  incentives  to  push  the  substitution  process  to  a 
low-carbon  growth.  In  this  case,  subsidies  that  create  an  energy  depen- 
dence on  oil  must  be  decreased. 


2'  World  Bank,  "International  Trade  and  Climate  Change." 
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Figure  4.  Increasing  intensity  of  energy  usage  in  imports 
of  developing  countries 
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Source:  World  Bank,  "International  Trade  and  Climate  Change" 

Many  developing  countries  are  also  competitive  in  environmen- 
tally friendly  products  and  need  more  access  to  developed  countries' 
markets.  Therefore,  the  lowering  of  trade  barriers  of  those  products  will 
increase  developing  coimtries'  access  to  markets  in  developed  coun- 
tries. As  an  example,  the  roles  of  low  and  middle  income  countries  in 
the  export  and  import  of  energy-saving  light  bulbs  have  doubled  in 
the  last  decade  (Figure  5a).  That  is  also  the  case  in  the  trade  of  global 
technology  solar  photovoltaic  and  wind  power  technology.  In  addition, 
there  are  still  many  environmentally  friendly  products  and  services 
that  can  be  produced  by  developing  countries  but  have  yet  to  gain  re- 
cognition in  the  EG  product  list  suggested  by  developed  countries.  As 
an  example,  woven  textile  products  that  use  organic  materials  and  local 
technology  that  is  low  in  emissions  should  face  fewer  barriers. 
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This  is  why  developing  countries  have  a  stake  in  the  elimination 
of  tariff  and  non-tariff  barriers.  From  the  tariff  perspective,  developing 
cotmtry  must  ensure  that  there  is  no  large  distance  between  applied 
tariff  and  bound  tariff  on  EG  products.  This  is  needed  so  that  countries 
cannot  just  increase  tariff  to  bound  tariff  to  protect  domestic  indus- 
try. This  non-tariff  barrier  can  be  in  the  forms  of  import  authorization, 
standards,  certification,  or  other  technical  barriers  that  add  to  transac- 
tional costs.  Just  like  other  non-tariff  barriers,  the  quickest  way  to  de- 
crease non-tariff  barriers  is  through  the  harmonization  of  the  standard 
for  environmentally  friendly  products  and  technology  that  accelerate 
customs  procedures^.  Another  approach  is  through  mutual  recogru- 
tion  agreements  on  product  standardization  process.  These  agreements 
will  significantly  ease  the  trade  of  environmentally  friendly  products 
and  technology  because  products  that  have  passed  the  standards  of  a 
particular  coimtry  will  be  recognized  by  another  coimtry.^ 

Not  only  trade  with  developed  countries,  trade  between  develop- 
ing countries  (South-South  trade)  for  EG  products  is  also  increasing 
(Figure  5b).  This  shows  not  only  the  capability  of  developing  countries 
to  produce  EG  but  also  the  increasing  capability  to  consume  EG  pro- 
ducts. 

At  this  moment,  about  25  percent  of  global  trade  of  energy  saving 
light  bulbs  is  trade  between  developing  countries.  The  same  thing  is 
also  occurring  in  the  trade  of  wind  power  and  solar  photovoltaic.  In 
less  than  10  years,  South-South  trade  on  solar  photovoltaic  products 
have  doubled  from  2.6  percent  in  2000  to  5.3  percent  in  2008,  while 
wind  power  products  have  tripled  from  2  percent  in  2000  to  6  percent 
in  2008. 


^  Simeon  Djankov,  Caroline  Freund,  and  Cong  S.  Pham,  "Trading  on  Time",  Polio/  Research  Work- 
ing Paper,  No.  3909, 2006. 

"  See  Bailer's  study  (Silja  Bailer,  "Trade  Effects  of  Regional  Standards  Liberalization:  A  Hetero- 
geneous Firms  Approach,"  World  Bank  Policy  Research  Working  Paper,  No.  4124, 2007)  tliat  con- 
cludes that  mutual  recognition  agreement  (MRA)  on  standards  of  product  have  significantly 
increased  trade  volume. 
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Figure  5a  &  5b.  Percentages  of  Environmentally  Friendly 

Technology 


1996     1998     2000     2002     2004     2006     2008  2010 


Source:  UN  Comtrade,  processed  by  authors 
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Negative  campaign  against  carbon  emission  or  the  environmen- 
tal effects  of  developing  countries  will  only  w^orsen  the  situation.  A 
majority  of  developing  countries  are  active  players  in  world  trade  and 
some  of  their  exports  are  dependent  on  primary  products.  Therefore 
the  campaign  will  only  increase  the  possibility  of  retaliation  from  de- 
veloping countries,  which  will  trigger  trade  wars  and  will  not  solve 
the  problems  of  climate  change.  Such  campaigns  will  also  worsen  the 
atmosphere  of  the  EG  multilateral  negotiations  at  the  Doha  Round. 
On  the  other  hand,  assistance  to  increase  capacity  and  transfer  envi- 
ronmentally friendly  technology  to  developing  coimtries  is  a  win-win 
solution  that  must  be  continuously  encouraged. 

Challenges  and  Opportunities  for  Indonesian  Trade 

Indonesia  also  faces  the  same  challenges  faced  by  other  develop- 
ing countries.  As  a  member  of  the  G-20,  Indonesia  has  an  important 
role  in  the  efforts  to  lessen  the  effects  of  climate  change.  Indonesia 
needs  accesses  to  environmentally  friendly  products  and  technology 
and  needs  to  facilitate  the  spread  of  its  application.  So  it  is  normal  for 
Indonesia  to  have  an  open  trade  policy  for  environmentally  friendly 
technology  products  to  facilitate  its  distribution  and  application  in  the 
community. 

Indonesia  also  faces  challenges  in  the  nimiber  of  environmental 
policies  that  have  trade  implications.  The  case  where  several  multina- 
tional corporations  halted  purchases  of  palm  products  from  an  Indo- 
nesian plantation  because  of  environmental  damages  is  an  example 
of  how  difficult  it  is  to  maintain  balance  between  economic  and  en- 
vironmental protection  interests.  This  is  where  coordination  between 
goverrmient  and  private  sectors  must  occur  in  order  to  take  proactive 
steps  to  prevent  problems  before  they  are  exposed  and  bring  bigger 
costs. 

However,  Indonesia  also  needs  to  gain  accesses  to  markets  for 
environmentally  friendly  products  such  as  energy-saving  light  bulbs 
(Table  2)  and  other  local-knowledge  based  products  that  are  environ- 
mentally friendly.  Indonesia  and  other  Asian  countries  are  begimiing 
to  become  global  players  in  energy-saving  light  bulbs  and  other  envi- 
ronmentally friendly  tecliiiology.  Thus  domestic  policy  is  needed  to 
increase  competitiveness  and  to  secure  accesses  to  export  markets. 
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Table  2.  The  Role  of  Developing  Countries  in  World  Export  of  Envi- 
ronmentally Friendly  Technology  Products  (%) 


Energy  saving  bulbs   Solar  photovoltaic    Wind  technology 


1996 

2008 

1996 

2008 

1996 

2008 

Argentina 

0.2 

0.0 

0.0 

0.1 

0.1 

0.1 

Brazil 

0.0 

0.3 

0.1 

0.1 

0.4 

0.7 

China 

6.4 

58.8 

3.7 

22.3 

1.5 

5.3 

India 

0.2 

0.2 

0.1 

0.9 

0.3 

2.5 

Indonesia 

1.8 

2.3 

0.1 

0.1 

0.0 

0.2 

Malaysia 

0.0 

0.1 

0.0 

2.6 

0.1 

0.1 

Mexico 

2.3 

0.4 

3.7 

3.5 

0.5 

0.9 

Thailand 

0.0 

1.1 

0.0 

1.1 

0.0 

0.3 

Source:  UN-Comtrade,  processed  by  authors 

Competitiveness  can  also  occur  because  of  economic  scale  in 
producing  environmentally  friendly  products.  One  of  Indonesia's  ad- 
vantages from  other  developing  countries  is  a  large  domestic  market. 
Domestic  consimiption  contributes  almost  60  percent  of  GDP  and  do- 
mestic demand  is  the  main  factor  for  growth  during  the  global  eco- 
nomic crisis.^'*  With  a  population  of  230  million  and  growth  of  GDP 
(PPP)  per  capita  (2009)  as  much  as  14.8%  percent,  Indonesia's  domestic 
market  is  quite  attractive  for  investments  in  environmentally  friendly 
products  and  technology.  Policy  incentives  that  encourage  substitution 
for  the  consimiption  of  environmentally  friendly  products  can  attract 
green  investment  particularly  environmentally  friendly  products  and 
services.  The  government  must  synergize  the  policy  to  improve  invest- 
ment climate  with  a  policy  to  encourage  absorption  of  environmen- 
tally friendly  products. 


^'  Muhammad  Chatib  Basri  and  Sjamsu  Rahardja,  "The  Indonesian  economy  amidst  the  glo- 
bal crisis:  good  policy  and  good  luck,"  ASEAN  Economic  Bulletin,  1  April  2010.  Available  at 
http:/ / www.allbusiness.com/  trade-development/ economic-development-emereing-mar- 
kets/145681 99-1  .html 
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Conclusion 

Climate  change  is  a  common  challenge  and  the  trade  community 
has  an  important  role  to  play.  Trade  policies  have  an  important  role 
to  eliminate  barriers  in  order  to  alleviate  climate  change.  Barriers  to 
the  distribution  of  environmentally  friendly  goods  will  slow  down 
the  distribution  of  environmentally  friendly  technology,  which  will 
eventually  delay  the  speed  of  composition  effect  towards  consump- 
tion and  the  technique  effects  on  production  means.  However,  trade 
policy  is  not  only  limited  to  the  trade  of  goods.  Environmental  services 
exchange  can  give  accesses  to  environmentally  friendly  services  that 
have  the  potential  to  improve  the  productivity  of  local  service  provid- 
ers through  competition  or  collaboration  and  learning  by  doing. 

The  current  issues  are  quite  complex  but  the  trade  community 
must  maintain  the  momentum  for  dialogue.  The  problems  that  are 
foimd  in  the  negotiations  for  environmentally  friendly  products  can- 
not be  separated  from  problems  that  are  occurring  in  the  Doha  Roimd 
negotiations.  However  the  trade  community  must  keep  an  open  dis- 
cussion on  finding  alterriate  scenarios  to  eliminate  trade  barriers  on 
envirorm\entally  friendly  products  and  technology.  Without  that  ini- 
tiative, then  the  diffusion  between  environmentally  friendly  products 
and  technology  will  not  be  fast  enough  to  decrease  GHG  emissions. 
Developing  countries  must  also  take  advantage  of  the  increasing  trend 
of  South-South  trade  in  increasing  the  trade  volume  of  environmen- 
tally friendly  products. 


INDONESIA'S  21st  CENTURY  GROWTH  STORY 

Gita  Wirjawan 


Introduction 

It  is  remarkable  how  fast  circumstances  change.  A  little  over  ten 
years  ago,  Asia  was  rocked  by  financial  crisis  and  its  impacts  were 
acutely  felt,  especially  in  Indonesia.  Ghastly  riots  in  urban  areas 
whipped  the  international  presses  into  a  frenzy  and  even  until  this  day 
the  view  of  Indonesia  that  emerged  from  that  period  of  sensational 
reporting  lingers  to  some  degree. 

The  economic  turbulence  precipitated  the  fall  of  Indonesia's  lo- 
ngest-serving president  and  balkaiuzation  quickly  became  a  phrase 
bandied  about  by  a  great  many  talking  head.  Instead  what  we  clearly 
see  now  is  a  vibrant  civil  society  flourishing. 

Around  this  time  India  too  was  facing  imcertainty  as  it  edged  dan- 
gerously closer  to  a  military  showdown  with  Pakistan  at  the  Kashmir 
border.  But  luckily  having  only  liberalized  in  the  early  1990s,  the  econ- 
omy was  not  dragged  down  by  trade  among  its  reeling  Asian  neigh- 
bors. Surging  economic  growth  was  being  driven  by  pent-up  domestic 
demand  after  decades  of  experimentation  with  socialism. 

China  too  sizzled  and  the  nation  of  then  1.2  billion  paid  its  re- 
spects in  1997  to  the  figure  who  directed  its  180-degree  turn  toward 
capitalism,  Deng  Xiaoping.  But  that  year  the  transfer  of  sovereignty 
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over  Hong  Kong  revisited  speculation  about  bubbling  pressures  for 
democratization.  The  plight  of  ethnic  minorities  and  some  followers  of 
faith  further  pointed  up  this  prospect. 

As  a  region,  the  fate  of  Asia  was  considered  dim.  It  was  expected 
to  at  best  muddle  through,  with  some  countries  feared  to  take  a  decade 
or  so  prior  to  recovering  their  footing — ^be  it  diplomatically,  politically, 
or  most  especially  economically.  But  since  Asia's  1997  financial  crisis, 
the  emerging  economies  of  the  region  have  seen  their  combined  GDP 
almost  double  by  2005.  Five  years  later,  Asia  has  resurfaced  on  most 
investors'  radars. 

Asia's  Three  Growth  Centers 

China,  India  and  Indonesia  were  the  fastest  growing  economies  in 
the  G20  last  year,  in  that  order.  China  grew  by  8.7%,  India  by  6.8%  and 
Indonesia  by  4.6%.  Considering  the  size  of  their  respective  economies, 
this  was  an  enormous  amount  of  wealth  creation. 

And  the  future  appears  to  hold  more  of  the  same.  By  the  end  of 
this  year,  China  is  forecasted  to  grow  at  least  by  9%,  India  by  7%  and 
Indonesia  by  6%.  At  this  pace,  Asia  is  expected  to  accoimt  for  40%  of 
the  world  economy  by  2025,  a  throwback  to  its  global  importance  in 
1820,  just  before  it  underwent  decline. 

As  the  economic  center  of  the  world  returns  to  the  East,  the  ques- 
tion Asians  must  ask  themselves  is  what  we  can  learn  and  adopt  from 
each  other  to  sustain  this  resurgence  and  ensure  that  Asia  remains  the 
premier  region  to  do  business  and  spread  prosperity.  What  should  we 
strive  to  emulate?  And  what  should  we  try  to  avoid? 

For  Indonesia,  the  lessons  will  guide  its  steps  as  it  follows  through 
on  its  strategic  investment  roadmap,  which  is  divided  into  four  phases: 

(1)  realization  of  quick  wins,  notably  in  the  natural  resources  sector; 

(2)  infrastructure  roll-out,  for  both  hard  and  soft  assets;  (3)  transition 
to  large-scale  industrialization;  and  (4)  the  creation  of  a  knowledge- 
driven  economy, 

China  and  India  are  indisputably  the  pace-setters  of  the  region. 
And  given  that  their  size  and  complexity  can  be  seen  as  a  scaled-up 
version  of  Indonesia's,  policymakers  in  Indonesia  closely  watch  what 
they  are  doing  to  find  practical  guidance  as  it  navigates  its  own  course 
for  continued  economic  growth. 
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Energy  Interdependence 

The  relationship  between  economic  development  and  energy  con- 
sumption is  inextricably  linked.  As  the  economies  of  China  and  India 
continue  to  grow  at  their  blistering  pace,  they  will  by  necessity  need 
more  energy  resources.  China  and  India  are  net  energy  importers.  At 
present  China  requires  129.4  million  tons  of  oil  equivalent  (toe)  from 
imports,  making  net  energy  imports  7%  of  total  energy  use.  India  cur- 
rently requires  130.2  million  toe  from  imports,  making  net  energy  im- 
ports an  even  more  datmting  23%  of  total  energy  use. 

China  and  India  view  energy  dependency  on  external  sources, 
especially  since  they  are  most  dependent  on  the  politically  volatile 
Middle  Eastern  region,  as  a  critical  national  security  issue.  To  secure 
sufficient  and  diverse  supplies  of  energy  for  economic  development, 
both  coimtries  are  helping  their  national  oil  companies  (NOC)  struc- 
ture comprehensive  deals,  including  by  offering  concessionary  loans 
and  ancillary  investments  in  supporting  sectors  Hke  infrastructure. 

Although  Indonesia  since  2005  has  become  a  net  oil  importer,  it 
remains  a  net  energy  exporter  and  half  of  its  oil  basins  are  stiU  unex- 
plored, suggesting  the  potential  for  more  energy  supply  to  come  on 
stream.  By  partnering  with  China  and  India,  Indonesia  can  develop 
its  natural  resources  sector  and  acquire  more  gains  from  their  compre- 
hensive transactional  approach.  A  closer  look  at  the  strategy  of  their 
NOCs  can  remind  Indonesia's  NOC,  PT.  Pertamina,  to  transform  its 
partnerships  from  arm's-length  transactions  to  deeper  relationships 
based  on  joint  concerns  about  national  security  in  an  era  of  scarce  ener- 
gy supply 

Additional  revenue  from  energy  exports,  which  already  account 
for  close  to  30%  of  the  state  budget,  can  allow  Indonesia  to  shrink  the 
funding  gap  of  its  plarmed  infrastructure  development  program,  which 
will  cost  approximately  US$150  to  US$160  billion  of  which  US$50  bil- 
lion will  be  borne  by  the  government.  In  short,  prudent  natural  re- 
source extraction  can  act  as  quick  wins  to  build  up  the  public  monies 
necessary  to  catalyze  further  economic  development. 

Hard  Infrastructure 

Greater  government  spending  on  infrastructure  has  been  long 
overdue  and  will  help  bring  Indonesia  in  line  with  interconnectivity 
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Standards  of  the  region.  In  2005,  China's  infrastructure  spending  was 
7.3%  of  GDP,  while  India's  was  3.6%  of  GDP.  With  a  significantly  small- 
er economy  than  these  two  coimtries  and  as  an  archipelago  more  of  a 
pressing  need  for  intercormectivity,  Indonesia  nevertheless  had  spent 
only  2.7%  of  GDP  on  infrastructure  build-up. 

How  far  Indonesia  has  fallen  behind  China  and  India  in  two  sec- 
tors, power  generation  and  the  provision  of  roads,  illustrates  its  need 
to  be  more  proactive  in  infrastructure.  China  has  about  800  gigawatts 
(GW)  of  power  generation  capacity  and  has  added  around  70,000  to 
90,000  megawatts  (MW)  per  year,  while  India  has  more  than  150  GW 
of  power  generation  capacity  and  is  targeting  close  to  16,000  MW  per 
year  in  incremental  power  installation. 

Indonesia  by  contrast  has  30  GW  of  power  generation  capacity 
and  aims  to  add  3,000  MW  per  year.  This  annual  incremental  power 
installation  will  continue  until  2020,  at  which  time  Indonesia,  at  478 
kilowatt-hour  (kWh)  per  capita,  will  only  reach  China's  current  level 
of  1,585  kWh  per  capita.  Indonesia  needs  to  almost  double  its  incre- 
mental power  installation  if  it  wants  to  reduce  the  frequency  of  roUing 
blackouts,  as  electricity  shortfall  is  between  40%  and  47%  of  electricity 
demand. 

The  gap  between  Indonesia  and  these  two  coimtries  also  is  stark 
in  the  provision  of  roads.  China  has  3.5  million  kilometers  of  roads, 
while  India  has  3.3  million  kilometers  of  roads.  Indonesia  by  contrast 
has  390,000  kilometers  of  roads^.  While  China  has  been  adding  tens  of 
thousands  of  roads  per  year  (69,000  kilometers  of  roads  in  2006  and 
53,900  of  roads  in  2007)  and  India  has  targeted  7,000  kilometers  of  road 
construction  per  year,  Indonesia  plans  to  build  4,000  kilometers  of 
roads  per  year  over  the  final  term  of  the  current  administration. 

Large-scale  infrastructure  projects  such  as  paving  and  linking 
roads  are  challenging  to  execute  because  they  require  private  capital  in 
a  sector  widely  seen  to  produce  a  public  good  or  service,  constraiiiing 
the  government's  ability  to  create  a  structure  that  can  lead  to  a  reason- 
able market-based  rate  of  return.  In  addition,  proper  land  use  plamiing 


'  With  the  land  areas  of  China,  India,  and  Indonesia  of  9.6  million  km's  squared,  3.3  million  km's 
squared,  and  1.9  million  km's  squared  respectively,  China  has  .36  km  of  roads  per  km  squared, 
India  has  1  km  of  roads  per  km  squared,  and  Indonesia  has  .21  km  of  roads  per  km  squared. 
[Hd.] 
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becomes  crucial  because  the  location  of  these  projects  often  impact  and 
can  even  dislocate  communities,  leading  to  protracted  legal  wrangles, 
p  Although  China  and  India,  given  that  one  country  can  be  aptly 
characterized  as  a  centralized  regime  and  the  other  a  union  of  state 
governments  stitched  together  along  lines  of  religion,  caste  and  eth- 
nicity, are  different  models  for  infrastructure  development,  each  offers 
Indonesia  pertinent  lessons  on  how  it  may  bridge  the  public-private 
aisle — the  choice  between  a  top-down  or  bottom-up  approach — ^for 
large-scale  infrastructi.ire  roll-out. 

Indonesia  has  chosen  a  blended,  streamlined  public-private  part- 
nership model,  in  which  the  procedures  on  the  frontlines  for  investor 
entry  into  infrastructure  development  are  simplified  and  would  mostly 
faU  under  the  jurisdiction  of  one  agency,  while  policy  formulation  and 
the  interest  of  stakeholders  are  taken  into  account  in  a  sort  of  back  office 
through  close  and  fluid  coordination  between  different  government 
bodies. 

Soft  Infrastructure 

At  the  same  timersb-called  soft  infrastructure,  such  as  education 
and  health  care,  are  drivers  of  long-term  economic  growth  in  the  region. 
Asia  will  redeem  its  economic  might  because  of  the  ingenuity  of  its 
peoples.  Rapid  dissemination  and  absorption  of  knowledge,  aided  by 
advances  in  technology,  will  help  create  an  educated  class  that  with 
far  more  frequency  implements  progressive  policy  as  well  as  spurs 
innovation  and  capitalizes  on  economic  opportimity. 

Indonesia  holds  in  high  regard  the  determination  with  which  China 
and  India  seek  to  educate  its  peoples  and  prepare  them  for  the  complex 
challenges  of  leadership  in  the  21^^  century.  While  by  the  end  of  2005 
the  US  had  114,000  graduates  with  bachelor  degrees  in  engineering, 
computer  science  and  information  technology — technical  knowhow 
essential  to  support  a  coimtry's  transition  to  industrialization — China 
produced  517,000  and  India  170,000  from  those  same  fields. 

To  put  the  figures  in  context,  the  US  recorded  a  17.5%  increase 
in  graduates  from  these  fields  since  2001  whereas  China  saw  a  135% 
increase  and  India  a  107.3%  increase  over  the  same  period.  Asia's  two 
giants  understand  that  the  global  search  for  talent  is  getting  tough.  So 
they  are  accelerating  the  development  and  deployment  of  their  best  and 
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brightest  in  highly  skilled  fields  not  only  by  dispatching  more  scholars 
overseas,  especially  to  the  US  which  has  ten  times  more  campuses  than 
any  other  country,  but  also  by  investing  in  the  quality  and  brand  equity 
of  their  own  superb  educational  institutions. 

The  evidence  speaks  for  itself.  Of  all  international  students  stu- 
dying in  the  US,  India  sends  the  most  to  its  higher  education  insti- 
tutions, whereas  China  ranks  second.  In  the  US  in  2009  there  were 
more  than  100,000  Indian  students  and  around  98,000  Chinese 
students.  But  perhaps  more  impressive  is  that  academia  has  begun 
to  refer  to  China's  Tsinghua  University  and  India's  Indian  Institute 
of  Technology,  respectively,  as  the  Harvard  and  MIT  of  the  East.  In 
fact,  it  has  become  harder  to  gain  admission  to  these  schools  than  their 
Western  counterparts. 

A  deep  talent  pool  is  accumulating  in  Asia  and  coimtries  in  the 
region  that  can  tap  it  will  grow  fastest.  In  2009,  Indonesia  therefore 
allocated  20%  of  its  state  budget  to  education  expenditure,  more  than 
any  other  sector,  so  that  it  can  cultivate  homegrown  talent  to  compete 
in  the  region  as  it  transitions  to  industrialization,  a  shift  that  requires 
a  readily  accessible  labor  force  with  the  technical  knowhow  which 
a  formal  and  rigorous  education  can  provide.  Indonesia  is  looking 
outward  as  well,  strengtheriing  its  institutional  relationships  with 
leading  imiversities  abroad,  such  as  those  in  the  US  where  Indonesian 
representation  fell  from  a  peak  of  14,000  students  before  Asia's  1997 
financial  crisis  to  aroimd  7,000  students  to  date,  for  training  in  fields 
such  as  business  administration,  public  policy  and  envirorunental 
management. 

Most  Indonesian  university  students  are  by  predisposition  drawn 
to  technical  disciplines,  such  as  finance  and  economics,  which  account 
for  29%  of  graduates,  or  engineering  and  science,  which  represent  22.5% 
of  graduates.  But  these  percentages  translate  into  relatively  few  tech- 
nically trained  entrants  in  the  labor  force — in  2008,  there  were  85,416 
graduates  with  finance  and  economics  degrees  and  65,841  graduates 
with  engineering  and  science  degrees — ^because  transitioning  from  pri- 
mary to  secondary  to  tertiary  schools  is  increasingly  difficult,  making 
the  number  of  Indonesia's  university  graduates  small  relative  to  that 
of  students  who  had  entered  its  educational  system.  But  more  is  being 
done  to  ensure  a  constant  stream  of  high-caliber  Indonesian  talent. 
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This  is  a  common  constraint  in  emerging  economies,  where  insuf- 
ficient resources  force  many  deserving  students  to  discontinue  their 
education,  sapping  a  country's  economic  potential.  China  and  India 
have  managed  this  predicament  by  focusing  on  the  best  and  the  bright- 
est minds  so  that  they  could  become  globally  competitive  and  produce 
waves  when  they  enter  the  labor  force,  lifting  the  livelihoods  of  more 
people  than  would  an  approach  that  spreads  resources  thin  by  trying 
to  ensure  as  many  students  make  the  transition  to  tertiary  education 
and  successfully  complete  it  as  possible.  Indonesia  now  is  replicating 
this  model  by  cooperating  in  part  with  foreign  governments  and  in 
part  with  the  private  sector. 

Food  Security 

Education  is  important  because  jobs  in  Indonesia  are  hard  to  come 
by.  Each  percent  growth  in  GDP  now  produces  only  half  as  many  jobs 
for  Indonesia  as  it  did  compared  to  that  before  the  1997  Asian  financial 
crisis.  In  fact,  between  1997  and  2008,  only  5.6  million  of  the  22  million 
labor  entrants  fotmd  real  jobs. 

The  rest  coimted^hemselves  as  unemployed,  tried  their  luck 
abroad  in  search  of  jobs,  or  settled  into  low  productivity  or  zero  in- 
come jobs,  including  by  serving  as  an  extra  hand  on  the  family  farm. 
Unlike  what  is  happening  in  China  and  India,  this  has  been  building 
up  pressures  in  Indonesia  for  some  de-urbanization.  The  impact  is 
most  apparent  in  Indonesia's  agricultural  sector. 

This  sector  is  Indonesia's  largest  source  of  employment.  But  inef- 
ficiencies have  crimped  productivity,  which  coupled  with  Indonesia's 
crumbling  infrastructure,  make  Indonesian  commodities  uncompeti- 
tive. In  fact,  as  highlighted  by  the  World  Bank,  it  is  cheaper  to  import 
oranges  from  China  than  it  is  to  buy  them  from  a  province  not  that  far 
from  the  capital  of  Indonesia.  Furthermore,  many  commodities  from 
other  provinces  cannot  be  commercially  processed  on  the  main  island 
of  Java  and  thus  are  ultimately  canned  abroad  because  it  is  cheaper  to 
ship  them  to  Malaysia. 

This  is  regrettable  because  Indonesia  has  fertile  volcanic  soil  suit- 
ed for  intensive  agricultural  production.  Indonesia  is  now  the  world's 
largest  exporter  of  cocoa  and  palm  oil  and  can  easily  be  a  leading  pro- 
ducer in  many  other  commodities.  Its  food  processing  industry  alone 


348 


THE  INDONESIAN  QUARTERLY,  Vol.  38,  No.  3,  2010 


has  grown  an  average  of  15%  per  year  in  recent  years.  More  invest- 
ments in  this  sector  will  not  only  boost  Indonesia's  revenues  but  also 
heighten  food  security,  a  growing  concern  given  vulnerable  stock  lev- 
els in  staples  and  potential  supply  shocks  due  to  changing  climate  pat- 
terns. 

Environmental  Footprint 

China,  India  and  Indonesia  are  projected  to  grow  and  account  for 
a  large  share  of  Asia's  rise  to  economic  prominence  in  the  21^'  century. 
The  world's  middle  class  is  estimated  to  expand  from  430  million  in 
2000  to  1.15  billion  in  2030.  China,  India  and  Indonesia  will  account  for 
aroimd  80%  of  that  expansion,  with  China  contributing  more  than  half 
of  that  figure. 

This  swelling  of  the  middle  class  will  cause  a  strain  on  the  en- 
vironment. This  process  will  be  driven  by  an  urbanization  that  will 
dot  Asia  with  megacities,  defined  as  those  with  residents  of  at  least  25 
million.  The  new  urbanites  will  boost  private  consumption  patterns  in 
Asia,  now  at  35%  of  GDP  for  China,  57.8%  for  India,  and  over  60%  for 
Indonesia. 

Unleashing  pent-up  consumer  demand  will  inevitably  cause 
more  waste,  pollution  and  degradation.  Out  of  the  top  25  cities  in  2006 
with  the  most  air  pollution  in  terms  of  particulate  matter  concentration 
per  cubic  meter,  16  were  located  in  China  and  four  in  India.  This  was 
driven  in  part  by  higher  motor  vehicle  ownership,  particularly  as  more 
inexpensive  models — from  the  Ben  Ben  Mini  to  the  Tata  Nano — ^have 
been  wheeled  into  showrooms. 

Water  pollution  also  has  become  an  increasingly  visible  problem, 
for  which  China  and  India  respectively  rank  first  and  third  among  the 
world's  worst  offenders.  In  2005  China  dumped  6  million  kilograms 
(kg's)  of  water  pollutant  emissions  per  day,  while  India  disposed  of  1.5 
million  kg's  per  day^.  This  was  mainly  a  consequence  of  rapid  indus- 
trialization for  the  manufacture  of  the  goods  and  services  that  their  do- 
mestic markets  have  long  wanted  but  only  now  can  begin  to  afford. 


^  With  the  populations  of  China,  India,  and  Indonesia  of  1,3  billion,  1,1  billion,  and  242  million 
respectively  in  2005,  China  disposed  .005  kg  of  water  pollutant  emissions  per  day  per  capita 
while  India  disposed  .001  kg  of  water  pollutant  emissions  per  day  per  capita.  [Ed.] 
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At  their  breakneck  speed  of  urbanization  China  and  India  will 
help  quickly  fill  the  global  stock  of  carbon  emissions,  complicating  ef- 
forts to  mitigate  climate  change.  By  2005,  China  emitted  5.5  billion  tons 
of  carbon  dioxide,  while  India  emitted  1.4  billion  tons^. 

As  Indonesia  starts  to  take  off  economically,  it  may  find  itself 
mired  in  the  same  quality  of  development.  Presently,  Indonesia  only 
has  one  city  among  the  top  25  cities  with  the  worst  air  pollution.  Com- 
pared to  China  and  India,  it  disposed  of  731,000  kg's  of  water  pollutant 
emissions  per  day  and  emitted  419  million  tons  of  carbon  dioxide  in 
2005'*.  Although  Indonesia  lags  behind  Asia's  two  frontrtmners  on  the 
economic  front,  it  at  least  for  now  remains  ahead  of  China  and  India  on 
most  quality  of  living  indices. 

Responsible,  Prosperous  and  Dignified  Nation 

So  as  Indonesia  makes  concerted  effort  to  become  a  knowledge- 
driven  economy,  it  also  will  ensure  that  this  will  be  based  on  a  smart 
society.  This  means  that,  when  Indonesia  enters  the  fourth  and  final 
phase  of  its  strategic  investment  roadmap,  it  wUl  seek  to  have  by  then 
entrenched  sustainable_development  practices. 

For  that  Indonesia  wiU  still  look  to  the  West,  particularly  the  Euro- 
pean Union  (EU),  as  it  has  a  tradition  of  embedding  economic  develop- 
ment within  the  context  of  the  world's  ecosystem.  Indonesia  will  con- 
tinue to  pursue  policies  conducive  to  economic  growth  but  simply  not 
for  its  own  sake  and  not  at  all  costs.  The  aim  is  to  use  economic  growth 
as  a  lever  to  bring  about  a  prosperous  and  dignified  Indonesian  society. 

The  course  charted  is  clear.  Better  development  of  Indonesia's  nat- 
ural resources  will  beget  greater  economic  gains.  This  will  be  used  to 
build  infrastructure,  both  hard  and  soft,  improving  interconnectivity 
and  creating  a  technically  trained  labor  force.  These  are  conditions  that 
will  help  Indonesia  transition  to  industrialization,  increasing  its  com- 
petiveness  in  a  global  market  for  goods  and  services.  But  throughout 
this  process  Indonesia  will  clearly  keep  in  mind  that  the  fundamental 
purpose  of  the  government's  quest  for  economic  growth  and  develop- 
ment is  to  leave  a  sustainable  world  for  successive  generations. 

By  2005,  China  emitted  4.23  tons  of  carbon  dioxide  per  capita,  while  India  emitted  1.27  tons  of 
carbon  dioxide  per  capita.  [Ed.j 
■*  With  the  population  of  242  million  in  2005,  these  are  equivalent  to  .003  kg  of  water  pollutant 
emissions  per  day  per  capita  and  1.73  tons  of  carbon  dioxide  per  capita.  [Ed.] 
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Background 

The  International  Finance  Corporation  (IFC),  a  multilateral  devel- 
opment finance  institution  and  the  member  of  the  World  Bank,  annu- 
ally publishes  a  report  on  international  doing  business  based  on  the 
worldwide  survey.  The  latest  publication  of  IFC  Doing  Business  Re- 
port in  2009  placed  Indoriesia  on  the  rank  of  122  out  of  183  economies 
in  the  world.  This  is  an  improvement  compared  to  the  2009  rank,  which 
put  Indonesia  on  the  rank  of  129  from  183  economies  in  the  world.  In 
addition  to  that,  the  IFC  Doing  Business  Report  also  acknowledged 
Indonesia  as  the  region's  top  reformer  on  Ease  of  Doing  Business  for 
the  region  of  East  Asia  and  Pacific.  This  significant  acknowledegment 
comes  from  major  improvements  on  the  three  areas  of  Ease  of  Doing 
Business  in  Indonesia;  starting  Business,  registering  property,  and  pro- 
tecting Investors. 

The  most  recent  WEF  report  in  2010  which  was  just  announced 
in  September  2010  stated  that  Indonesia  has  posted  an  impressive 
gain  of  10  places,  from  the  rank  of  54  in  2009  to  the  rank  of  44  out 
of  139  countries  in  2010.  The  report  indicated  that  a  major  improve- 
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ment  was  mainly  driven  by  a  healthier  macroeconomic  environment 
and  improved  education  indicators.  The  report  acknowledged  the 
ability  of  Indonesia  to  maintain  a  relatively  healthy  macroeconomic 
environment  throughout  the  crisis.  In  addition  to  that,  Indonesia  had 
improved  across  all  education-related  indicators  included  in  the  GCI. 

Based  on  these  global  achievements,  one  could  ask  what  policies 
and  actions  had  been  taken  by  the  government  which  led  to  a  better 
investment  climate  in  Indonesia  such  that  it  is  recognized  by  respected 
organizations  in  the  world.  This  paper  attempts  to  answer  that  ques- 
tion, by  presenting  what  the  government  has  done  on  the  policies 
toward  improving  investment  climate  in  Indonesia,  in  particular  for 
the  period  of  2005-2009.  This  paper  also  elaborates  challenges  on  the 
implementation  of  the  policies,  especially  the  implementation  of  the 
policies  at  the  local  level  in  the  era  of  decentralization  and  regional  au- 
tonomy. Finally,  this  paper  also  addresses  some  policy  concerns  related 
to  the  further  improvements  on  the  investment  climate  in  Indonesia. 

Local  Economy  and  Decentralization 

Indonesia  has  begun  the  implementation  of  the  decentralization 
policy  since  January  1,  2001.  The  main  objective  was  to  give  greater 
autonomy  to  districts  and  municipalities  (local  govermnent)  in  order 
to  provide  much  better  services  to  the  local  people.  This  was  done  by 
devolving  significant  authorities  related  to  basic  services  and  local 
competitiveness,  from  the  central  goverment  to  the  local  governments. 
To  guide  the  process  of  decentralization  in  Indonesia,  two  basic  laws 
have  been  issued;  the  first  law.  Law  No.32/2004,  stipulates  the  divi- 
sion of  responsibilities  among  central  government,  provincial  govern- 
ments and  local  goverrmients,  while  the  second  law.  Law  No.33/2004, 
gives  a  direction  on  the  allocation  of  financial  resources  from  the  cen- 
tral government  to  the  local  government.  The  latter  is  known  as  fiscal 
decentralization  policy.  Major  government  fimctions  have  been  decen- 
tralized to  the  local  governments,  including  administration  and  also  fi- 
nancial resources.  In  addition  to  that,  to  empower  local  accoimtability, 
a  political  decentralization  has  also  been  enacted  by  introducing  a  local 
direct  election. 
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With  all  of  the  authorities  in  the  hand  of  the  local  government,  it 
becomes  the  responsibility  of  the  local  government  to  formulate  lo- 
cal development  strategy  to  achieve  a  maximum  welfare  for  the  local 
people,  and  at  the  end,  to  contribute  to  a  better  national  welfare.  This 
is  the  aim  of  economic  decentralization.  The  local  government  should 
make  local  planning  to  guide  local  development,  given  all  resources 
in  hand.  In  the  era  of  decentralization,  since  every  local  government  is 
autonomous,  they  are  encouraged  to  compete  with  each  other  in  pro- 
viding a  better  service  for  local  people  and  local  business  coirununity. 
The  Tiebout  h5^othesis  of  voting  with  one's  feet  could  actually  lead  to 
find  the  most  competitive  local  government  in  the  era  of  decentraliza- 
tion. The  hypothesis  states  that  through  the  choice  process,  residents 
will  determine  an  optimal  provision  of  local  services  in  accord  with  the 
tastes  of  residents,  thereby  sorting  the  population  into  an  optimal  com- 
munity setting.  A  region  with  poor  services  to  the  residents  (including 
businesses)  could  end  up  with  an  empty  hand,  as  the  businesses  could 
leave  the  region  and  move  to  another  prospective  region  with  a  better 
local  provision  of  services  from  the  local  government. 

To  support  local  development,  local  governments  should  be  active 
in  formulating  policies  to  attract  investment  to  their  regions.  One  pos- 
sibility that  local  governments  could  do  to  attract  investment  to  their 
regions  is  by  creating  a  good  investment  climate  for  businesses.  This 
could  be  done  among  others  by  developing  local  incentives,  such  as  lo- 
cal tax  incentives.  To  attract  investment  to  the  regions,  the  local  invest- 
ment poHcy  needs  to  be  synchronized  with  the  national  investment 
policy.  A  clear  division  of  authority  among  all  levels  of  the  government 
on  the  investment  policies  is  needed.  The  government  has  already  put 
efforts  on  this,  by  issuing  the  Government  Regulation  No.38/2007, 
which  describes  different  roles  of  each  level  of  the  government  in  the 
investment  policy  and  its  implementation.  Unfortunately,  the  regula- 
tion is  not  easily  implemented,  and  tremendous  techical  regulations, 
such  as  norms  and  standards  of  operations,  are  still  needed  to  imple- 
ment the  authorities  division  fully.  The  long  process  needed  in  mak- 
ing technical  regulations  makes  imcertainty  in  the  implementation  of 
authorities  at  the  local  level,  which  in  the  end  prevents  the  optimal 
outcomes  of  investment  policies  at  the  local  level  to  be  achieved. 
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Studies  on  the  Doing  Business  and  Investment  Climate  in  Indonesia 

Many  countries  have  realized  the  importance  of  improving  invest- 
ment climate  as  a  strategy  to  attract  Foreign  Direct  Investment  (FDI). 
However,  Basri  and  Patunru  emphasize  that  improving  investment  cli- 
mate is  a  necessary  but  not  a  sufficient  condition.  In  explaining  the  per- 
formance of  the  industry  in  Indonesia,  one  should  however  not  over- 
emphasize the  role  of  investment  climate.  A  case  study  by  LPEM-FEUI 
found  that  Korean  companies  performed  better  than  Japanese  com- 
panies in  Indonesia  despite  the  fact  that  both  were  facing  the  same 
problem  of  poor  infrastructure,  labor-related  impediments,  high-cost 
economy  and  corruption.  As  it  turned  out,  a  more  efficient  supply 
chain  management  had  helped  the  Korean  companies  to  fare  better. 

For  the  case  of  Indonesia,  Basri  and  Patunru  suggest  studying  and 
preparing  policies  for  a  good  investment  climate  would  not  be  suffi- 
cient without  a  careful  elaboration  on  its  political  economic  ambience. 
The  ability  of  the  government  to  attract  foreign  investment  to  Indo- 
nesia is  highly  dependent  on  political  stability  and  the  ease  of  doing 
business.  Political  instability,  labour  problems  and  local  taxes  could 
increase  the  cost  of  doing  business.  This  is  of  particular  importance 
for  Indonesia,  as  it  is  the  only  coimtry  in  Asia  that  radically  reformed 
both  its  economic  and  political  system  in  a  big  bang  manner:  aban- 
dorung  both  its  authoritarian  and  centralized  system  and  embracing 
democratic  and  decentralized  system  in  an  abrupt  way.  Not  surpris- 
ingly this  could  have  a  sigiuficant  impact  on  the  political  and  economic 
stability. 

The  World  Baiik  also  emphasizes  the  importance  of  the  policy  to 
focus  not  only  on  the  formal  sector,  but  also  iriformal  sector.  The  World 
Bank  acknowledges  that  the  Government  of  Indonesia  has  done  a  lot 
in  making  efforts  to  improve  the  investment  climate  at  the  national 
level.  However,  as  the  growth  needs  to  be  spread  more  broadly  if  In- 
donesia is  to  be  successful  in  creating  jobs  and  reducing  poverty  across 
the  archipelago,  there  is  an  urgent  need  to  improve  the  investment  cli- 
mate issues  faced  by  the  15.7  million  micro  and  small  enterprises  that 
employ  more  than  half  of  all  the  non-farm  workers  in  the  coxmtry. 

To  address  this  issue,  the  World  Bank  conducted  a  survey  focus- 
ing on  Rural  Non-Farm  Enterprises  (RNFEs)  in  2006.  The  survey  was 
documented  as  the  Rural  Investment  Climate  Assessment  (RICA)  re- 
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port  in  2006.  The  survey  findings  show  that  demand,  access  to  formal 
credit,  and  the  costs  associated  with  road  transportation  are  the  prin- 
ciple concerns  of  RNFEs.  A  lack  of  demand  may  indicate  that  firms 
face  much  more  localized  markets.  On  the  access  to  credit,  it  is  not 
the  formal  credit  that  is  constrained,  rather  it  is  the  informal  sources 
of  credit.  Finally,  the  road  access,  the  costs  of  transportation  and  road 
quality  all  appear  among  the  seven  most  common  concerns  of  RNFEs. 
This  reflects  the  poor  quality  particularly  of  Kabupaten  level  roads. 

The  report  suggests  some  key  recommendations  for  both  central 
and  local  governments  to  make  a  better  effort  in  improving  rural  in- 
vestment climate  in  hidonesia.  Basically,  the  report  gives  a  message 
that  making  a  better  investment  climate  is  not  only  the  responsibility 
of  the  central  government,  but  also  is  the  responsibility  of  the  local 
government. 

Strategies  to  improve  Investment  Climate  in  Indonesia 

The  Indonesian  economic  growth  is  an  important  indicator  for  in- 
vestors to  make  decision  on  their  investment.  The  investors  are  usually 
attracted  to  a  high  growth  economy.  Therefore,  the  Government  of  In- 
donesia's priority  to  make  a  high  economic  growth  has  been  placed  as 
the  first  priority.  However,  the  Goverrmient  realizes  that  the  economic 
growth  should  be  supported  by  a  better  investment  cHmate  in  order 
to  have  the  realization  of  investment.  Internationally,  based  on  the  EFC 
Doing  Business  Report,  the  Indonesian  Investment  Climate  still  needs 
to  be  improved.  Indonesia's  international  rank  was  at  the  position  of 
135  out  of  175  countries,  with  the  main  problems,  among  others,  relied 
on  the  starting  business  with  the  rank  of  161  out  of  175  countries  in 
2006. 

Improving  investment  climate  has  become  the  priority  of  the  Go- 
vernment of  Indonesia.  In  the  year  of  2006,  the  Indonesian  government 
issued  an  economic  policy  package  focusing  on  the  improvement  of 
investment  climate,  by  issuing  the  Presidential  Instruction  No.3/2006 
on  the  Improvement  of  Investment  Climate.  This  was  a  policy  package 
consisted  of  policy  actions  which  was  directed  to  improve  investment 
climate,  such  as  ease  of  doing  business  in  Indonesia.  There  are  five 
areas,  which  become  the  focus  of  the  investment  climate  policies  in  In- 
donesia: (i)  certainty  and  clarity  of  Investment  regulation,  (ii)  synchro- 
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nizing  central-local  regulations,  (iii)  ease  of  Investing,  (iv)  investment 
facilities,  and  (v)  ease  of  doing  business. 

Certainty  and  Clarity  of  Investment  Regulations 

The  Government  of  Indonesia  has  taken  steps  to  improve  the  le- 
gal framework  of  investment  in  Indonesia.  The  most  important  legal 
change  concerning  investors  is  the  Investment  Law  25/2007  signed  on  27 
April  2007.  Although  implementing  regulations  is  still  outstanding  in 
some  areas,  the  Investment  Lavv^  clarifies  a  number  of  issues  that  has 
been  uncertain  for  investors,  not  least  the  division  of  responsibilities 
for  investment  approvals  between  the  central  and  local  governments. 
The  new  law  replaces  two  existing  laws  dating  from  the  early  years 
of  the  President  Suharto  administration,  one  for  foreign  investors  and 
the  other  for  domestic  firms.  The  Investment  Law  also  leads  to  a  re- 
vised list  of  closed  and  restricted  sectors,  which  clearly  outlines  sectors 
where  foreign  or  domestic  investors  can  or  cannot  invest,  or  can  invest 
only  under  certain  conditions. 

The  investment  Law  No.25/2007  is  also  supported  by  implement- 
ing regulations.  The  most  important  regulation  is  the  Government  Regu- 
lation No.36/2010,  which  basically  gives  the  scope  of  what  sectors  are 
closed  and  partially  open  for  business.  This  regulation  is  known  as  a 
Negative  List,  which  at  present  has  been  issued  three  times  in  response 
to  complaints  from  the  private  sector  about  a  lack  of  transparency  and 
to  make  some  improvements  on  the  regulation. 

Establishment  of  a  one  stop  integrated  services  centre  has  been 
on  the  government's  agenda  for  several  years.  Setting  up  the  one 
stop  integrated  services  centre  (Pelayanan  Terpadu  Satu  Pintu;  PTSP) 
for  various  business  licences  and  registrations  has  been  a  relatively 
slow  process  due  to  the  involvement  of  many  ministries  and  local 
governments.  The  Investment  Law  reiterates  that  one-stop  integra- 
ted services  shall  provide  investors  an  easier  access  to  business  ser- 
vices, fiscal  facilities  and  information  on  investment  regulations  and 
opportunities.  As  a  follow-up,  the  goverrmient  issued  the  Presiden- 
tial Regulation  on  One  Stop  Integrated  Services  for  Investment  in  2009, 
which  instructed  ministries  and  institutions  to  delegate  their  respec- 
tive authorities  to  the  head  of  the  national  investment  administration 
body,  the  BKPM,  or  the  head  of  a  respective  regional  body  responsible 
for  investment. 
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Investors  are  also  given,  a  significant  incentive  scheme.  There  are 
two  important  regulations,  vv^hich  are  the  foundations  for  incentives 
on  investment.  The  first  regulation  is  related  to  the  income  tax  incen- 
tives scheme,  w^hich  is  stipulated  clearly  in  the  Government  Regulation 
No.62/2008.  This  incentive  scheme  is  given  only  to  investors  planning 
to  invest  in  certain  sectors  and  locations  in  Indonesia.  There  is  also  a 
regulation  on  the  establishment  of  special  economic  zone  (SEZ).  Firms 
operating  in  the  special  economic  zones  tax  will  be  offered  incentives 
and  faster  processing  time  to  get  business  and  other  permits.  All  of  the 
incentives  are  described  in  the  Law  No.39/2009  on  the  special  economic 
zone. 

In  the  era  of  decentralization,  a  clarity  of  authority  of  investment 
at  the  central  and  at  the  local  governments  is  also  an  important  issue 
for  the  investors.  In  2007,  the  government  issued  Government  Regula- 
tion No.38/2007  which  attempted  to  clarify  the  division  of  responsibili- 
ties among  central,  provincial  and  local  governments  on  all  aspects  of 
government  services,  including  investment  responsibility  among  dif- 
ferent levels  of  the  government.  The  division  of  responsibilities  among 
the  three  levels  of  the  government  is  formulated  based  on  three  basic 
criteria:  (i)  ExternaKties  (spill-over  effect),  (ii)  Accountability,  and  (iii) 
Efficiency. 

Synchronizing  Central-Local  Regulations 

According  to  the  Law  No.34/2000,  a  local  government  could  is- 
sue a  new  local  tax  or  a  new  local  user  charge,  as  long  as  they  fullfill 
criteria  as  stipulated  in  the  law.  Unfortunately,  local  govermnents  have 
sometimes  a  different  imderstanding  about  interpreting  the  criteria, 
and  most  of  the  local  governments  seem  not  to  take  seriously  to  im- 
plement the  implementation  of  those  criteria  when  issuing  new  local 
taxes  or  new  local  charges.  As  a  result,  many  distorting  local  taxes  and 
user  charges  have  been  created  in  a  significant  amount,  cumulatively 
since  2001.  This  causes  a  high  cost  to  the  economy  at  tlie  local  level,  as 
well  as  at  the  national  level. 

A  working  team  from  the  Ministry  of  Finance  and  Ministry  of 
Home  Affairs  has  been  established  to  monitor  distorting  local  regula- 
tions. The  team  has  already  recommended  to  abolish  distorting  local 
tax  regulations,  which  are  considered  harmful  to  business  activities.  As 
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of  March  2009,  as  many  as  2907  harmful  local  regulations  have  already- 
been  abolished  by  central  government  since  2001.  Sectors,  which  are 
affected  the  most  by  distorting  local  regulations  are  as  follows:  trans- 
portation, industry  and  trade,  agriculture,  and  forestry. 

Responding  to  this  problem,  the  new  Law  No.28/2009  has  been 
issued.  This  law  is  basically  an  attempt  to  improve  the  previous  Law 
No.34/2000,  which  would  take  effect  fully  in  2012.  The  new  law  states 
that  the  local  governments  are  allowed  only  to  collect  local  taxes  and 
charges,  which  are  already  stipulated  by  the  law.  This  approach  is 
known  as  a  positive  list  approach.  This  means  that  local  goverimient's 
ability  to  create  and  issue  their  own  local  taxes  and  user  charges  would 
be  limited  significantly.  Under  the  new  tax  law,  local  governments  still 
could  propose  new  type  of  local  taxes  or  user  charges  as  long  as  those 
fulfill  some  criteria.  Moreover,  all  new  taxes  and  charges  should  be 
added  first  to  the  list  of  local  taxes  and  user  charges  by  using  a  cen- 
tral goverrunent  regulation,  before  the  local  goverrmients  could  collect 
them. 

Few  local  governments  realize  that  harmful  local  taxes  and  user 
charges  could  deteriorate  their  local  economies,  and  in  return  could 
reduce  local  tax  bases,  reducing  local  revenue  mobilization  and  giving 
a  negative  impact  to  local  economic  growth. 

Ease  of  Investing 

Article  25  and  26  of  2007  Investment  Law  basically  requires  that 
licenses  that  are  required  for  investing  in  Indonesia  will  be  handled  by 
a  one  stop  service  system  ("One  Stop  Service"  or  the  "System",  known 
as  PTSP  in  Indonesian).  Furthermore,  the  2007  Investment  Law  stipu- 
lates that  One  Stop  Service  is  aimed  to  assist  investors  to  have  access 
to  simplified  services,  fiscal  facilities,  and  information  on  investments. 
The  System,  as  stated  by  the  2007  Investment  Law,  would  be  provided 
by  an  authorized  investment  institution  or  agency  that  has  received 
delegation  or  assignment  of  authority  from  an  institution  or  agency 
authorized  to  issue  a  license  or  nonlicense  at  the  central  government 
level,  or  from  an  institution  or  agency  authorized  to  issue  a  license  or 
nonlicense  at  the  provincial  or  district/municipal  level. 

The  government  also  plans  to  implement  an  Electronic  System  on 
Information  Services  and  Investinent  Licensing  {Sistem  Pelayanan  Infor- 
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masi  dan  Perizinan  Investasi  Secara  Elektronik;  SPIPISE)  as  an  infrastruc- 
ture to  support  the  PTSP  operations.  The  SPISE  consists  of  two  main 
platforms:  a  platform  to  accept  licenses  and  other  applications,  track 
documents  at  each  stage  of  auditing  and  receive  progress  reports  by  in- 
vestors; and  a  platform  to  provide  information  for  potential  investors, 
facilitate  investor  matching  and  promote  regional  as  well  as  sectoral 
investment  opportunities.  These  efforts  demonstrate  the  government's 
strong  intention  to  reduce  the  costs  of  doing  business  by  simplifying 
and  speeding  up  administrative  procedures.  However,  actual  imple- 
mentation of  the  regulation  may  face  challenges  and  more  detailed 
instructions  are  to  be  issued  by  the  BKPM  (Investment  Coordinating 
Board  Agency)  and  the  respective  regional  bodies  responsible  for  in- 
vestment. 

Investment  facilities 

Livestment  facilities  are  given  in  the  form  of  tax  incentives  and 
non-tax  incentives.  Tax  incentives  could  be  provided  not  only  by  the 
central  government,  but  also  by  the  local  governments.  When  provi- 
ded by  the  central  goverrmient,  it  involves  only  taxes  which  are  col- 
lected by  the  central  government,  such  as  income  tax,  value-added  tax, 
import  duties,  and  export  duties.  Tax  incentives  given  by  the  central 
government  could  be  provided  not  only  for  a  certain  area,  but  it  could 
take  effect  to  all  regions  in  Indonesia.  However,  to  balance  with  inter- 
regional growth,  the  government  could  grant  incentives,  in  the  form 
of  income  tax  incentives,  only  for  certain  regions  and  limited  to  cer- 
tain economic  sectors.  This  is  regulated  by  the  Government  Regulation 
No.62/2008. 

For  the  purpose  of  clarity  for  the  local  governments  in  giving  local 
tax  incentives  for  the  investment  purposes,  the  Government  Regulation 
No.45/2008  was  issued.  Under  this  regulation,  the  local  governments 
are  allowed  to  provide  investors  to  their  regions  with  some  incentives, 
not  only  in  the  form  of  local  tax  incentives,  but  also  non-tax  incentives, 
including  a  good  location  for  promising  investors. 

In  addition  to  that  incentives,  acknowledging  that  the  various 
EPZs  and  bonded  zones  in  Indonesia  were  limited  in  scale,  in  the  scope 
of  eligible  activities  and  in  the  power  of  the  zone  authority,  the  govern- 
ment came  up  with  a  scheme  to  give  flexibilities  for  businesses  in  im- 
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porting,  hiring  and  selling.  For  this  purpose,  the  goverrunent  has  been 
considering  setting  up  a  framework  to  develop  more  comprehensive 
economic  zones  to  accelerate  investment  activities  in  the  country  and 
recently  enacted  the  Law  No.39/2009  on  Special  Economic  Zone.  The 
Law  allows  for  a  large  area  to  exploit  scale  economies  and  encourages 
more  diverse  economic  activities  by  eliminating  the  export  require- 
ment. SEZs  can  provide  non-fiscal  "incentives"  such  as  simplified  ad- 
ministrative procedures,  relaxed  labour  and  immigration  regulations 
and  exemption  from  a  negative  list  for  foreign  investment.  Fiscal  in- 
centives in  SEZs  combine  the  customs-related  incentives  available  in 
bonded  zones  and  tax  incentives  available  imder  the  Investment  Law, 
wMle  local  governments  may  decide  to  provide  further  incentives 
within  their  jurisdictions. 

Provincial  governments  and  also  districts /municipalities  could 
propose  their  regions  to  have  a  special  economic  zone.  They  could 
submit  a  comprehensive  proposal  regarding  the  locations,  which  are 
prospective  to  become  the  SEZ  and  show  a  good  commitment.  Basi- 
cally, an  SEZ  may  be  proposed  by  either  a  private  firm  or  a  district  go- 
vernment through  a  provincial  goverrmient  to  the  National  Board  esta- 
blished at  the  central  level  and  will  be  managed  by  an  administrator  on 
commercial  principles,  reporting  directly  to  a  secretariat  set  up  within 
a  provincial  government.  The  final  decision  regarding  the  acceptance 
of  the  proposal  would  be  made  by  a  national  team.  The  implementing 
regulation  on  the  technical  procedures  and  criteria  for  selecting  SEZs 
is  needed  and  formulated  before  the  final  decision  is  made.  A  Special 
Economic  Zone  is  basically  developed  at  a  region  with  a  possibly  high 
economic  competitiveness,  hence  increasing  Indonesian  global  com- 
petitiveness. The  objective  of  establishing  SEZ  is  not  only  limited  at  the 
regional  level,  but  also  at  the  national  level. 

The  SEZ  area  could  be  selected  from  a  promosing  regional  eco- 
nomic centie,  which  has  been  established  by  the  local  government  it- 
self. Therefore,  to  guarantee  a  success  of  developing  SEZ,  the  central 
government  could  evaluate  the  local  potential  based  on  the  current 
progress  of  the  prospected  area  when  managed  solely  by  the  local  go- 
vernment. Hence,  a  SEZ  could  be  chosen  from  a  graduated  local  eco- 
nomic zone,  which  has  been  maintained  and  managed  successfully  by 
a  local  government. When  the  area  is  granted  a  SEZ  status,  the  iiwestors 
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could  obtain  national  incentive  schemes  as  stipulated  in  the  Law,  as 
well  as  local  incentives  which  are  provided  by  the  local  government. 

Ease  of  Doing  Business 

A  terminology  of  ease  of  doing  business  is  taken  from  the  IFC 
Doing  Business  Report,  which  is  based  on  the  international  survey, 
focussing  on  the  improvement  of  investment  climate  by  simplifying 
procedures,  time  and  costs  of  doing  business  in  a  country. 

According  to  the  IFC  common  practices,  there  are  10  (ten)  areas 
of  Doing  Business  that  need  a  lot  of  attention:  (i)  starting  a  business, 
(ii)  dealing  with  construction  licenses,  (iii)  registering  property,  (iv) 
employing  workers,  (v)  getting  credit,  (vi)  paying  taxes,  (vii)  trading 
across  borders,  (viii)  protecting  investors,  (ix)  enforcing  contracts,  and 
(x)  closing  a  business. 

In  order  to  improve  the  easiness  of  doing  business,  the  Indonesian 
Government  has  adopted  the  foUowings  steps:  (1)  identify  the  current 
practices  and  problems  (number  of  procedures,  time  and  cost  incurred) 
in  each  area  of  doing  business,  (2)  establish  a  regulatory  reform  to 
streamline  the  procedures,  shortening  time  of  delivery  and  reducing 
costs  especially  for  business  licensing,  (3)  socialize  the  policies  and 
new  regulations  to  all  stakeholders,  in  particular  business  community 
and  the  local  governments,  (4)  monitor  and  evaluate  the  implementa- 
tion of  policies  at  national  and  local  level.  The  keys  of  success  in  imple- 
menting these  strategies  rely  on  several  factors  as  described  below: 

A  good  coordination  among  various  stakeholders.  In  order  to 
have  a  good  knowledge  on  the  problems  related  to  the  practices  of 
doing  business  in  Indonesia,  the  government  prepared  a  discussion 
with  various  stakeholders,  mainly  the  government  ministrial  officers, 
the  local  governments  officers,  the  business  representatives,  non-gov- 
ernmental organizations  and  also  academics  from  various  imiversities. 
Based  on  these  inputs,  the  government  then  formulated  policy  actions 
to  simplify  and  streamline  the  procedures,  which  were  constraints  for 
the  businesses  and  the  investors.  The  policy  actions  were  formulated 
and  issued  as  a  Presidential  Intruction  to  make  it  more  effective  during 
the  implementation.  An  example  of  the  policy  actions  towards  im- 
proving the  procedures  of  starting  business  in  Indonesia  can  be  found 
in  Box  1.  The  implementation  of  the  policies  is  the  responsibility  of  the 
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corresponding  government  institutions  at  the  central  level  as  well  as  at 
the  local  level. 

To  monitor  the  implementation.  The  key  to  success  mainly  relies 
on  the  ability  to  implement  the  policy  actions  effectively,  which  are 
already  formulated  in  the  Presidential  Instruction.  Given  that  many 
activities  are  required  to  be  accomplished  in  a  certain  period  of  time, 
the  government  has  attempted  to  build  some  indicators  at  the  critical 
steps  of  the  implementation.  For  example,  to  monitor  the  success  of 
implementing  policy  actions  to  improve  the  starting  business  process, 
the  Ministry  of  Law  and  Human  Rights,  which  is  in  charge  for  issuing 
the  new  company  establishment  act,  is  required  to  issue  indicators  of 
the  establishment  of  new  companies  every  three  months.  The  central 
government  team  monitoring  the  implementation  of  policy  actions  for 
doing  business  reform  then  provides  an  analysis  to  what  extent  is  the 
implementation  has  been  succesfull  for  each  area  of  doing  business. 
The  following  graph  is  an  example  of  the  indicator  to  monitor  whether 
an  establishment  of  a  new  company  could  be  completed  within  7  (se- 
ven) working  days.   


BOX  1.  Policy  Actions  to  improve  Starting  A  Business 

1.  Minister  of  Trade  Regulation  No.  36/M-DAG/PER/09/2007  dated 
4  September  2007:  This  regulation  has  shortened  the  time  to  obtain 
Permanent  Business  Trading  License  (Surat  Izin  Usaha  Perdagang- 
an/  SrUP)  from  5  (five)  working  days  to  3  (three)  working  days  at  no 
cost. 

2.  Minister  of  Trade  Regulation  No.  37/M-DAG/PER/09/2007  dated  4 
September  2007:  This  regulation  also  has  shortened  the  time  to  ob- 
tain a  Company  Registration  Certificate  (Tanda  Daftar  Pemsahaan/ 
TDP)  from  10  working  days  to  3  (three)  working  days  at  no  cost. 

3.  Law  No.  40  of  2007  on  Limited  Company:  Authorized  capital  to  set-up 
a  limited  company  is  Rp  50,000,000.  In  order  to  save  time  for  process- 
ing the  establishment  of  a  new  company,  this  payment  of  minimum 
capital  requirement  can  to  be  deposited  in  a  bank.  Before  registra- 
tion of  the  limited  company,  only  one  fourth  (25%  or  Rp  12,500,000) 
of  the  total  required  of  minimum  capital  must  be  paid,  while  the  rest 
(75%  or  Rp  37,500,000)  could  be  paid  later  on  with  unlimited  time. 
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Minister  of  Justice  and  Human  Rights  Regulation  No.  M-Ol-HT.01-10, 
21  September  2007: 

a)  To  save  the  time  for  establishing  a  new  company,  the  Ministry  of 
Justice  and  Human  Rights  has  set  a  maximum  of  7  (seven)  work- 
ing days.This  is  reduced  from  previously  14  (fourteen)  working 
days. 

b)  To  reduce  the  procedures  of  paying  the  required  minimum  of 
capital,  the  ministrial  regulation  allows  shareholders  to  sign-up 
an  intention  letter  that  shows  their  promise  to  deposit  in  a  bank 
the  minimum  capital  requirement  (only  25%)  and  submit  to  No- 
tary for  registration  of  the  limited  company.  They  do  not  reqviire 
to  place  the  money  on  the  bank  right  away. The  25%  paid  in  mini- 
mum could  be  deposited  in  a  bank  later  on. 

5.  Governor  Regulation  of  the  Capital  Special  City  of  Jakarta  No.  53 
dated  6  Jtine  2008:  This  regulation  states  the  intention  of  the  Jakarta 
Goverrmient  to  establish  a  One  Stop  Integrated  System  for  Invest- 
ment by  simplifying  and  integrating  the  process  of  investment  per- 
mits. 


Source:  A  summary  of  regulations  from  various  government  institutions 


Based  on  the  computerized  data  provided  by  the  Ministry  of  Law^ 
and  Human  Rights  in  2008,  it  was  show^n  that  the  process  to  start  a 
business  could  be  completed  in  7  (seven)  days  or  less  as  shown  by 
Figure  1.  The  indicators  are  not  only  important  for  monitoring  the 
implementation  process,  but  also  serve  as  an  evidence  that  Indonesia 
has  made  a  significant  progress  in  establishing  a  new  company,  which 
could  be  provided  to  the  IFC  Doing  Business  Team  at  the  World  Bank 
HQ  in  Washington  DC,  to  convince  them  that  such  a  good  progress  has 
already  taken  place. 
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Figure  1.  Indicator  for  Monitoring  Starting  a  Business  in  Indonesia 


Number  of  Companies  Obtained  Their  Establisliment  Act  for  Less  than  7  Days  {%) 

(2008) 


January      February       March  April  May  June  July  August 


Source:  Calculated  from  the  Data  of  Ministry  of  Law  and  Human  Rights,  2008. 

The  use  of  One  Stop  Service  (OSS)  at  Local  level  to  serve  a  new 
investment.  As  mentioned  earlier,  more  than  half  of  districts  and  mu- 
nicipalities in  Indonesia  have  already  had  the  OSS  for  investment  and 
public  services.  Every  year,  the  best  OSS  of  the  regions  are  recognized 
and  granted  an  award  from  the  Minister  of  Home  Affairs.  However, 
such  a  good  practice  is  sometimes  not  realized  by  the  local  goverrmient. 
Some  OSS,  which  have  been  established  at  the  regional  level  have  not 
been  working  optimally,  including  those  in  the  big  cities  such  as  in 
Jakarta.  As  a  result,  the  survey  of  the  IPC  Doing  Business  suggests  that 
these  services  are  still  provided  by  many  gates,  instead  of  adopting  the 
one  gate  policy.  This  takes  longer  time  to  complete  the  procedures  for 
getting  business  licenses  at  the  local  level. 

In  order  to  optimize  the  use  of  OSS,  a  presidential  regulation  on 
OSS  has  been  issued.  This  regulation  has  been  supported  by  some  reg- 
ulations issued  by  the  Chairman  of  Investment  Coordinating  Board 
(BKPM).  Under  this  regulation,  a  region  which  has  a  good  OSS  could 
be  granted  an  authority  to  serve  foreign  invesment  in  the  future.  There- 
fore, a  standard  quality  of  a  good  OSS  should  be  fullfilled  in  order  to  be 
able  to  provide  such  investment  services  at  the  local  level.  Another  at- 
tempt to  optimize  the  OSS  for  investment  is  to  promote  a  region  which 
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submit  a  proposal  of  Special  Economic  Zone.  It  is  an  obligatory  for 
investors  in  the  SEZ  to  be  served  by  an  OSS  system. 

Conclusion  and  Recommendation 

The  policy  to  improve  investment  climate  is  already  in  the  right 
direction,  and  international  acknow^ledegment  has  been  achieved, 
such  as  on  ease  of  doing  business  and  the  global  competitiveness  in- 
dex^. Some  reforms  have  also  shown  good  outcomes,  as  measured  by 
improvements  on  macro  indicators.  However,  some  reforms  are  not 
yet  implemented  successfully  at  the  local  level.  As  Indonesia  adopted 
decentralization  policy  for  the  last  ten  years,  a  new  direction  should 
be  enacted  to  make  the  policy  implementation  as  expected  at  the  local 
level.  Indonesia  is  currently  a  democratic  country  where  the  policy 
decision  needs  to  consider  many  political  aspects  at  the  national  and 
local  level.  There  should  be  a  scheme  to  encourage  local  governments 
to  attend  on  the  national  policy  decision  such  as  improving  investment 
climate.  On-going  improvement  on  investment  climate  becomes  im- 
portant particularly  to  support  establishment  of  physical  infrastruc- 
tures in  Indonesia. 

The  followings  are  some  recommendations  to  make  a  sustainable 
policy  on  improving  investment  climate  in  Indonesia. 

A  system  of  reward  and  penalty.  The  system  could  be  developed 
to  stimulate  and  to  encourage  local  governments  to  achieve  national 
targets  and  objectives.  Recently  the  Government  has  already  estab- 
lished a  reward  system,  which  is  based  on  the  achievement  of  local 
goverranent  in  managing  their  local  economy  and  finance.  The  evalu- 
ation of  local  governments  is  based  on  important  indicators.  For  the 
micro  indicator,  it  is  represented  by  the  ability  of  local  finance  to  obtain 
unqualified  financial  report.  For  the  macroeconomic  indicators,  the  lo- 
cal governments  are  evaluated  based  on  the  performance  of  macroeco- 
nomic indicators;  such  as  economic  growth  and  human  development 
index  achievements.  The  reward  system  has  encouraged  local  govern- 
ments to  work  better  in  managing  their  micro  and  macro  policy.  This 
mechanism  is  supported  by  a  significant  fiscal  reward  for  local  govern- 
ments showing  the  best  performance. 


'  World  Economic  Forum,  Global  Competitiveness  Report,  2010. 
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Although  the  reward  system  has  been  implemented,  it  is  not  the 
case  yet  for  the  sanction  system,  it  is  recommended  that  a  sanction 
system  should  be  enacted  in  the  future.  The  base  for  giving  the  sanc- 
tion could  be  found  in  the  new  law  No.28/2009  on  local  taxes  and  user 
charges.  In  relation  with  the  improvement  of  investment  climate,  the 
law  gives  guidance  to  set  up  a  sanction  to  local  governments,  which 
still  continue  to  issue  distorting  regulations. 

Regulatory  Reform.  Another  aspects,  which  need  to  be  improved 
in  the  future,  is  the  commitment  to  streamline  regulations,  especially 
business  licenses.  Too  many  business  licenses  required  at  the  national 
as  well  as  at  the  local  level  could  prevent  investors  from  entering  the 
business  sector  in  Indonesia.  This  situation  suggests  that  a  regulato- 
ry reform  is  highly  recommended  to  be  conducted,  to  promote  better 
investment  climate.  When  the  economy  became  developed  and  frag- 
mented, the  development  strategy  usually  is  challenged  in  terms  of  the 
efficiency  and  effectiveness  of  the  market  economy  To  deal  with  this 
issue,  a  regulatory  reform  becomes  a  critical  agenda.  The  point  is  that 
market  principles  are  encouraged  rather  than  government  interven- 
tion in  the  economy.  /"~^ 

The  reform  could  start  from  streamlining  business  licenses  for 
the  business  sectors.  This  could  be  done  initially  by  streamlining  trade 
and  industrial  licenses.  Streamlining  regulations  also  requires  a  strong 
support  from  the  local  governments,  as  many  licenses  related  to  the 
operation  of  a  business  are  currently  under  the  authority  of  local  go- 
venunents.  In  other  country,  a  significant  effort  of  regulatory  reform 
requires  a  political  support.  In  South  Korea,  for  example,  reform  bo- 
dies had  been  established  since  1993  imtil  1997,  such  as  the  Presidential 
Commission  on  Administrative  Reform,  the  Economic  Deregulation 
Committee,  the  Industrial  Deregulation  Committee  and  Meeting  on 
Regulatory  Reform.  Indonesia  could  adopt  the  Korean  strategy,  or  it 
could  start  with  establishing  an  ad-hoc  regulatory  reform  body,  which 
could  be  established  under  the  Vice  President  Office.  Such  efforts  have 
already  been  adopted  in  Vietnam  by  establishing  a  special  task  force 
on  regulatory  reform  under  the  Prime  Minister  Office. 

Getting  Sustainable  Optimal  Policy.  To  create  a  good  investment 
climate  in  Indonesia  takes  the  sustainability  of  the  policy  and  also  on 
the  implementation  of  the  policy  at  national  as  well  as  local  level.  What 
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strategy  could  be  adopted  to  make  the  policy  sustainable  and  the  sys- 
tem established  in  the  future?  The  formulation  of  the  policy  among 
others,  is  the  most  important  and  crucial  step  to  guarantee  sustainabi- 
lity  of  the  policies  and  the  committment  on  improving  investment  cli- 
mate. As  there  are  many  government  institutions  and  private  institu- 
tions involved  and  responsible  of  the  policies  and  its  implementation, 
the  office  of  coordinating  economic  affairs  could  be  the  right  place  to 
coordinate  and  to  formulate  the  optimal  policies  for  improving  invest- 
ment climate.  As  in  the  past,  the  formulated  policy  actions  could  be 
issued  as  the  Presidential  Instruction,  to  show  the  strong  commitment 
of  the  government  agencies  in  accomplishing  the  policies  and  to  make 
the  policies  transparent  to  the  public  and  business  conmumities,  do- 
mestically and  internationally.  A  special  task  force  can  be  established 
to  monitor  the  implementation  of  the  policy  at  the  national  as  well  as 
local  level. 

In  the  past,  the  implementation  of  the  policy  lacked  indicators  to 
monitor  the  outcomes  of  the  policy.  Most  of  the  indicators  were  de- 
veloped only  based  on  the  accomplishment  of  making  regulations  as 
requested,  but  only  few  were  developed  to  morutor  the  impacts  of  the 
regialations.  Thereore,  it  is  suggested  that  crucial  indicators  be  deve- 
loped and  reported  in  a  certain  period  of  time,  to  show  whether  the 
policies  resulted  in  a  better  outcome  or  the  other  way  around.  If  the 
focus  of  the  policies  are  to  make  a  better  ease  of  doing  business  in  In- 
donesia, selected,  but  crucial,  indicators,  could  be  developed  for  each 
area  of  doing  business.  This  could  be  easily  obtained  since  most  of  the 
government  services  are  computerized. 

Optimizing  the  Use  of  OSS.  Finally,  acknowledging  that  many 
business  licenses  are  processed  using  One  Stop  Service  (OSS),  at  natio- 
nal and  also  at  local  level,  we  can  optimize  the  use  of  the  OSS  as  the  in- 
strument to  implement  the  outcomes  of  the  regulatory  reform.  It  means 
that,  all  business  licenses,  which  are  provided  by  the  OSS,  are  tliose 
which  have  been  streamlined  through  the  mechanism  of  regulatory  re- 
form. This  could  guarantee  that  only  streamlined  regulations  would 
be  implemented,  and  the  use  of  the  OSS  can  be  optimized.  This  is  in 
particular  important  for  the  implementation  of  OSS  at  the  local  level. 
Many  local  governments,  as  identified  by  the  Asia  Foundation  (2006), 
have  established  OSS,  but  very  few  of  these  function  effectively. 
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There  are  various  steps  in  the  registration  and  licensing  process, 
which  are  administered  by  different  levels  of  government.  The  first 
steps  related  to  obtaining  the  legal  deed  and  tax  numberare  adminis- 
tered by  national  ministries  such  as  the  Ministry  of  Justice  and  Minis- 
try of  Finance.  The  subsequent  steps,  including  obtaining  the  registra- 
tion permit  and  other  licenses,  are  mainly  administered  at  the  local 
(district/mtmicipal)  level.  Licenses  handled  by  the  district/mimicipal 
may  also  require  various  recommendation  letters,  attestations,  and 
signatures  from  sub-district  or  neighborhood  level  authorities.  These 
documents  require  interactions  with  government  officials  at  the  sub- 
district  level  and  even  neighborhood  levels.  If  these  many  licenses  are 
not  streamlined,  it  requires  procedures  and  times  to  process  every  li- 
cense. The  function  of  the  OSS,  therefore,  could  not  be  optimized.  It  is 
recommended  that  the  OSS  only  serves  the  streamlined  licenses,  with 
a  shorter  procedures  and  time  to  provide  the  licenses. 
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Regional  Developments  in  Defense 
Technology  and  Industry 

Evan  A.  Lakstnana 


Introduction 

This  article  will  review  the  dynamics  of  Indonesia's  strategic  envi- 
ronment, especially  from  the  perspective  of  developments  in  military 
technology  and  the  defense  industry  in  the  Asia  Pacific  and  Southeast 
Asia  region.  Following  a  comprehensive  study  of  Indonesia's  strategic 
environment  for  the  last  several  years  published  in  an  earlier  edition 
of  Analisis  CSIS,^  this  article  will  focus  on  several  of  the  most  recent 
strategic  developments  from  March  to  June,  2010. 

This  article  is  divided  into  several  sections.  First,  it  looks  at  the  dy- 
namics of  the  strategic  environment  in  the  East  Asia  and  Pacific  region. 
Second,  it  briefly  reviews  of  the  developments  in  military  technology 
of  several  Southeast  Asian  states.  Third,  it  analyzes  several  develop- 
ments in  the  strategic  (defense)  industry  in  the  region.  Finally,  it  puts 
forward  several  implications  and  analyses  of  this  strategic  environ- 
ment for  Indonesia,  along  with  a  few  policy  steps  that  could  be  evalu- 
ated by  the  government. 


Evan  A.  Lakstnana  is  a  researcher  at  the  Centre  for  Strategic  and  Interna- 
tional Studies,  Jakarta.  The  author  would  like  to  gratefully  acknowledge  the  kind 
assistance  of  Kevin  Fogg  in  preparing  this  article. 


'  See  Evan  A.  Lakstnana,  "Analisis  Peri<embangan  Lingkungan  Strategis:  Tren  dan  Tantangan  ke 
Depan,"  Analisis  CSIS,  Vol.  38,  No.  4  (2009):  p.  523-533. 
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Strategic  Developments  in  the  Asia  Pacific  Region 

Australia 

In  May,  Australia  published  its  defense  budget  allocations  for  the 
2010-11  fiscal  year,  totaling  A$25.7  billion.  Besides  an  additional  A$l.l 
biUion  for  various  Australian  Defense  Forces  (ADF)  military  opera- 
tions, more  than  A$5  billion  will  be  used  for  30  of  the  largest  acquisi- 
tion projects,  including  the  following  programs:^ 


Program 

Cost 

Primary  Con- 
tractor 

Notes 

Bridging  Air  Combat 
Capability  (AIR  5349 
Phase  1) 

A$439  mil- 
lion 

Boeing 

Purchase  of  24  F/A-1 8E  Block  II  Su- 
per Hornet  Multi-Role  aircraft  and 
associated  support  systems  and  ser- 
vices 

Air  to  Air  Rehieling 
CapabiHty  (AIR  5402) 

A$493  mil- 
lion 

EADS  CASA 

Purchase  of  5  new  generation  Airbus 
A330  Multi-Role  Tanker  Transport 
(MRTT)  planes 

F/A-1 8  Hornet 
PHASE  2) 

A$107  mil- 
lion 

DMO  (primary 
system  integra- 
tor) 

Avionics  and  electronic  warfare  self- 
protection  upgrade  (Boeing),  aircraft 
sofUvare  integu.lion  and  radar  warn- 
ing receiver  (USN),  supplementary 
countermeasures  dispensing  sys- 
tem (SAAB),  active  radio  frequency 
electronic  counter-measures  (Elta, 
Israel),  Hornet  Data  Recorder  (Elbit 
Systems),  and  settijig  up  electronic 
warfare  self-protection  (Boeing  De- 
fence Australia) 

Airborne  Surveillance 
for  Land  Operations 
(JP  129  PHASE  2) 

A$77  mil- 
lion 

To  be  deter- 
mined 

Provision  of  two  Tactical  Uninhab- 
ited Aerial  Vehicle  (TUAV)  systems 

Next  Generation 
SateUite  Communica- 
tions System  (JP  2008 
PHASE  4) 

A$193  mil- 
lion 

Boeing  via  the 
US  government 

Provision  of  high-priority  compo- 
nents for  next  generation  satellite 
communication  systems  to  protect 
file  Australian  Defense  l-'orce,  pri- 
marily as  connected  with  the  US 
Wideband  Global  Satellite 

Ultra  High  Frequency 
Satellite  Communica- 
tions (JP  2008  PHASE 
5A) 

A$145  mil- 
lion 

Intelsat  LLC 

Provision  of  enhanced  Ultra  High 
Frequency  (UHF)  satellite  communi- 
cation capability  in  the  Indian  Ocean 
Region  (lOR). 

'  ^^''^omn^'"  Kyrn  Bergman,  "Defence  keeps  growing/'  Asia  Pacific  Defence  Reporter,  36  (5) 
(June  2010):  pp.  13-17.  r       /      \  / 
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Battle  Management 
System  (BMS)(LAND 
75  PHASE  3.4) 

A$124  mil- 
lion 

Elbit  Systems 
Ltd 

Provision  of  vehicle-based  BMS  for 
Brigade  Groups  to  support  the  Net- 
work Centric  Warfare  Roadmap. 

Dismounted  Battle 
Group  and  Below 
Command,  Control 
Communication 
System  (LAND  125 
PHASE  3  A) 

A$65  mil- 
lion 

Elbit  Systems 
Ltd 

Provision  of  1,501  BMS-dismounted 
and  164  dismounted  command  posts 
for  the  ADF 

Battlespace  Com- 
munications Systems 
(Land)  (JP  2072 
Pl-LASE  1) 

A$59  mil- 
lion 

Elbit  Systems 
Ltd,  Harris  and 
Raytheon  (via 
the  US  govt) 

Provision  of  off-the-shelf  commer- 
cial and  military  communication 
systems  for  closing  the  gap  in  Bat- 
tlespace Communication  Systems 
(LAND) 

Tactical  Information 
Exchange  Domain  (JP 
2089  PHASE  2A) 

A$35  mil- 
lion 

Anzac  Ship 
Integrated 
Material  Sup- 
port Program 
Alliance  via 
Saab  and  BAE 
Systems 

Increasing  inter-operabiUty  of  An- 
zac-class  frigates  with  other  ADF 
military  platforms  and  coalition 
platforms  through  the  instillation  of 
advanced  tactical  data  links  (Link  16 
and  Variable  Message  Format) 

High  Frequency  (HF) 
Modernization  (JP 
2043  PHASE  3  A) 

A$34  mil- 
lion 

Boeing  Defence 
Australia 

Replacing  Naval  HF  Stations  in  six 
locations.  Air  Force  HF  Stations  in 
four  locations,  designing  upgrade 
and  new  performance  systems 

New  Air  Defence 
Command  and 
Control  Systems  for 
Control  Uruts  2  &  3 
(AIR  5333) 

A$34  mil- 
lion 

Boeing  Defence 
Australia 

Replacing  Air  Defence  Command 
and  Control  System  with  two  new 
systems  at  RAAF  Tindal  Field  and 
WHUamtowm 

Follow-On  Stand  Off 
Weapon  (AIR  5418 
.PHASE  1) 

A$70  mil- 
lion 

US  Air  Force 

Procurement  and  integration  of  Joint 
Air-to-Surface  Standoff  Missiles  on 
F/A-18A/B  planes 

Lightweight  Torpedo 
Replacement  (Phase 
2)  (JP  2070  PHASE  2) 

A$46  mil- 
lion 

Eurocorp, 
Thales 

Evaluation  tests  and  furtlier  ship- 
ment of  MU-90  torpedoes  for  tlie 
ADF  as  various  weapons  Infrastruc- 
tures and  systems 

Lightweight  Torpedo 
Replacement  (Phase 
3)  (JP  2070  PHASE  3) 

A$40  mil- 
lion 

Eurocorp, 
Thales 

Acquisition  and  integration  of  MU- 
90  torpedoes  on  ADF  ships  and  air- 
planes, procurement  of  supporting 
Infrastructvire  and  weaponr}' 

Mulwala  Redevelop- 
ment Project  (JP  2086 
PHASE  1) 

A$37  mil- 
lion 

Bovis  Lend 
Lease 

Modernization  of  propellant  pro- 
duction capacity  at  Mulawala,  New 
bouin  wales,  to  replace  pronucuou 
facilities  built  in  the  1940s 

Multi-Role  Helicopter 
(AIR  9000  PHASE  2) 

A$424  mil- 
lion 

Australian  Aero- 
space 

Procurement  of  46  MRH-90  helicop- 
ters for  the  army  and  navy  along 
with  supporting  systems  and  Infra- 
structure 

Regional  Developments  in  Defense  Technology  and  Industry 


371 


Armed  Reconnais- 
sance Helicopter  (AIR 
87  PHASE  2) 

A$151  mil- 
lion 

Australian  Aero- 
space 

Procurement  of  Armed  Reconnais- 
sance Helicopter  (ARH)  systems  for 
the  army  (including  22  helicopters, 
ARH  software  support,  electronic 
warfare  mission  support  system, 
ground  mission  equipment,  facili- 
ties, a  training  system  and  training 
devices) 

Bushmaster  Protected 
Mobility  Vehicle 
(LAND  116  PHASES) 

A$144  mil- 
lion 

Thales  Australia 

Procurement  of  737  vehicles  of  seven 
kinds  (troop,  command,  mortar,  as- 
sault pioneer,  direct  fire  weapon/ 
ambulance,  air  defence) 

Field  Vehicles  and 
Trailers  (LAND  121 
PHASE  3) 

A$106  mil- 
lion 

Light/Lightweight  capability  (Merce- 
des-Benz Australia-Pacific),  Trailer 
(Hght)  capability  (Hauknark  Trailers 
Australia),  Trailer  (medium)  capa- 
bility (unselected),  medium/heavy 
weight  capability  (imselected),  ad- 
ditional vehicles  from  Bushmaster 
(Thales  Australia) 

Upgrade  of  M113 
Armoured  Vehicles 
(LAND  106) 

A$97  mil- 
lion 

BAE  Systems 
AuslTalia  De- 
fence 

Upgrade  Ml  13  A1  vehicles  for  thp 
army  to  increase  protection,  letha- 
lity, mobility,  and  habitability.  Be- 
sides 350  vehicles  needed  initially, 
81  additional  vehicles  will  be  given 
to  support  the  Enhanced  Land  Force 
(ELF)  program 

Artillery  Replace- 
ment 155M  Howitzer 
(LAND  17  PHASE 
lA) 

A$76  mil- 
lion 

US  government 
through  the 
Foreign  Military 
Sales  program 

Increasing  the  capability  of  the  ar- 
my's Indirect  fire  support  primarily 
the  system  via  Project  LAND  17 

Direct  Fire  Support 
Weapons  (LAND  40 
PHASE  2) 

A$67  mil- 
lion 

Saab  Bofors 
Dynamics, 
BAE  Systems 
AustraDa 

Procurement  or  two  new-style  direct 
fire  support  weapons  for  Infantry 
Battalions  and  Special  Forces  of  the 
army,  as  well  as  Airfield  Defence 
Guards  for  the  air  force 

Anzac  Anti-Ship 
Missile  Defence  (SEA 
1448  PHASE  2B) 

A$76  mil- 
lion 

CEA  Technolo- 
gies and  Anzac 
Ship  Integrated 
Material  Sup- 
port Program 
Alliance 

Pro VI Sinn    nf    a    nliaQpH    Jirra^;-    rckA  -3 r 
.1  1-yj  V  ijiKjxi    \ji    a     L/l  laoCU    ctllciy  IdUcli 

system  for  the  Anzac-class  frigate  in 
connection  with  target  indication/ 
tracking  and  mid-course  guidance 
as  well  as  target  illumination  for  the 
Evolved  Sea  Sparrow  guided  mis- 
sile 

Guided  Missile 
Frigate  Upgrade 
Implementation  (SEA 
1390  PHASE  2B) 

A$49  mil- 
lion 

Thales  Aushralia 

Upgrade  four  Adelaide-class  frig- 
ates with  integrated  sensors,  missile 
launchers,  and  combat  management 
systems. 
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Standard  Missile  Re- 

L/lclLCl I ICl  11  ^kJCrt  lOyKJ 

PHASE  4B) 

A$36  mil- 
lion 

US  DoD  via 

Martin,  AAI 
Corporation, 
BAE  Systems- 
US,  and  Thales 
Aus. 

Upgrade  four  Adelaide-class  frig- 
ates with  SM-2  surface-to-air  mid- 
course  guidance  mode  guided  mis- 
siles (provision  of  the  w^eapons  and 
technical  training  with  the  guided 
missiles) 

Air  Warfare  Destroy- 
er (AWD)  Build  (SEA 
4000  PHASE  3) 

A$  1.146 
billion 

ASC  AWD  Ship- 
builder, Ray- 
thoen  Australia, 
and  the  DMO 

Construction  and  provision  of  three 
battleships:  AWD .  HMAS  Hobart 
(December  2014),  HMAS  Brisbane 
(March  2016)  and  HMAS  Sydney 
(June  2017) 

Airborne  Early 
Warning  and  Control 
Aircraft  (AIR  5077 
PHASE  3) 

A$385  mO- 
lion 

Boeing 

Provision  of  Airborne  Early  Warning 
and  Control  (AEW&C)  capability  for 
six  planes  and  accompanying  infra- 
structure 

Amphibious  Deploy- 
ment and  Sustain- 
ment  (JP  2048  4A/B) 

A$533  mil- 
lion 

BAE  Systems 
Australia 

Provision  of  two  Amphibious  Ships 
(27,000  ton)  with  Landing  Helicop- 
ter Dock  (LHD)  to  replace  tlie  Heavy 
Landing  Sliip  HMAS  Tobruk,  and  an 
Amphibious  Landing  Platform 

Joint-StrLke  Figliter 
Aircraft  (AIR  6000 
PHASE2A/B) 

A  ttA^  mil 

/Vip^^)  mil- 
lion 

Locklieed  Kdar- 
tin  via  the  US 
government 

Officially  completing  Level  1  and 
Phase  2  A/B  project  New  Air  Com- 
bat Capability,  including  supporting 
infrastructure  for  fourteen  Conven- 
tional Take-Off  and  Landing  F-35  JSF 
battle  planes 

This  new  defense  budget  reflects  more  continuity  in  Australian 
defense  acquisitions,  as  well  as  the  government's  commitment  to  con- 
tinually increase  their  budget  in  keeping  with  the  2009  Defense  White 
Paper.  Indeed,  the  2010  budget  reflects  increases  of  A$  24.4  billion  over 
2009. 

India 

On  April  18,  India  laimched  the  INS  Sivalik,  her  first  domestical- 
ly produced  stealth  frigate.^  This  4,900  ton  ship  is  a  modified  version 
of  the  Russian-made  Talwar-class  frigate.  Although  India  claims  it  as 
a  "local  product,"  DCN  International  (of  France)  and  CAE  (of  Cana- 
da) have  also  been  involved  in  Project  17  (the  program  to  build  three 
stealth  frigates  that  was  begun  in  1997).  Meanwhile,  the  Indian  army 


'  "India  launches  stcahh  frigate,"  jniic's  Defence  Weekhf,  47  (17),  28  April  2010:  p.  32. 
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also  decided  to  order  124  Arjiin  Main  Battle  Tanks  (MBTs)  after  that 
local  platform  defeated  Russian  T-90  MBTs  in  several  trials  in  the  Ra- 
jahstan  desert.'* 

The  Indian  Navy  also  announced  places  to  expand  their  newest 
navy  base  on  the  west  coast  so  that  it  will  be  able  to  accommodate  their 
aircraft  carriers  and  nuclear  submarines  in  order  to  increase  their  ope- 
rational flexibility  in  the  Indian  Ocean.^  More  specifically  the  Indian 
Navy  plans  to  start  phase  two  of  "Project  Seabird"  at  Karwar  next  year 
to  that  the  new  navy  base  (4,800  hectares  in  size  with  a  28  km  coastline) 
can  accommodate  at  least  50  large-scale  warships  after  completion  in 
2017. 

People's  Republic  of  China 

For  the  first  time,  at  the  start  of  May,  several  photos  of  the  Chi- 
nese Air  Force's  J-11  fighter  jets  appeared  in  public.^  These  fighter  jets, 
which  were  rumored  to  be  "knock-off  s"  of  Sukhoi  Su-27  SK,  were  made 
by  Shenyang  Aircraft  Corporation  and  are  significant  for  the  possibi- 
lity of  a  J-llB  version  emerging  that  could  be  used  on  aircraft  carriers. 
Other  sources  have  even  reported  that  the  J-llB  has  already  been  in 
trials  since  August  2009.  This  development  becomes  important  in  light 
of  the  increased  activity  of  the  navy  of  the  People's  Liberation  Army 
(PLA)  in  the  South  China  Sea  recently. 

According  to  a  report  by  the  International  Institute  for  Strategic 
Studies,  a  total  of  six  battleships  from  the  North  Sea  fleet  sailed  on 
March  18  to  imdertake  a  "long-distance  training  exercise"  near  the  Fi- 
ery Cross  Reef  in  the  Spratly  Islands  cluster— and  thus  close  to  the 
Malacca  Strait.^  In  mid-April,  several  Japanese  media  outlets  reported 
a  second  task  force  composed  of  ten  battleships  from  the  East  Sea  fleet 
(including  destroyers  and  frigates)  sailed  through  the  Miyako  Strait, 
stopped  east  of  Taiwan,  and  imdertook  an  anti-submarine  drill.  This 


"India  places  order  for  additional  Arjun  main  battle  tanks,"  Jane's  Defence  Weekly  47  (21)  26 
May  2010:  p.  17. 

^^Indian  Navy  to  expand  west  coast  base,"  Jane's  Defence  Weekhj,  47  (16),  21  April  2010:  p.  8 
"Chmese  naval  J-lls  spotted  outdoors,"  Jane's  Defence  Weekly,  47  (19),  12  May  2010,  p  5 
''Chinese  navy's  new  strategy  in  action,"  Strategic  Comments,  Vol.  16  (2010).  <http-//www 

nss.org/  publicahons/strategic-comments/past-issues/volume-16-2010/may/chinese-navvs- 
new-strategy-in-action/>  •' 
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task  force  seemed  to  stop  near  Taiwan  until  a  Vietnamese  fishing  vessel 
conducting  a  sea  patrol  of  the  China  and  South  China  Seas  finally  left. 

Korean  Peninsula 

On  March  26,  the  South  Korean  covert  ship  Chon  An  was  sunk, 
causing  the  deaths  of  46  soldiers.  According  to  the  conclusions  of  an 
expert  team  from  the  US,  Australia,  South  Korea,  Sweden,  and  the  UK, 
a  North  Korean  CHT-02D  torpedo  with  a  250  kg  warhead  was  the  cause 
of  the  Chon  An  sinking.^  This  conclusion  seems  to  come  from  a  torpedo 
propeller  found  at  the  location  that  matches  a  North  Korean  torpedo 
that  was  found  by  the  South  Korean  navy  seven  years  ago. 

After  the  sinking  of  the  Chon  An  in  the  Yellow  Sea,  South  Korean 
President  Lee  Myimg-Bak  announced  a  "radical  change"  in  military 
structure,  including  the  establishment  of  a  Special  Secretary  for  Na- 
tional Security  post  to  handle  various  national  crises.^  According  to 
reports,  the  response  and  preparedness  of  the  military  in  the  face  of 
the  Chon  An  sinking  was  so  below  the  bar  (the  Chair  of  the  Joint  Chiefs 
of  Staff  only  heard  the  news  of  the  sinking  almost  an  hour  after  it  hap- 
pened) that  President  Lee  was  forced  to  make  sweeping  changes.  For 
the  first  time  in  several  years,  the  prospect  of  an  armed  conflict  erupt- 
ing on  the  Korean  Peninsula  is  no  longer  a  pipe  dream. 

This  is  all  the  more  so  in  light  of  the  sharp  rhetoric  emerging  from 
both  sides.  On  the  one  side.  South  Korea  and  the  United  States,  along 
with  the  majority  of  the  international  cormnxmity,  are  denoimcing 
the  incident  harshly  and  calling  for  North  Korean  responsibility.  On 
the  other  side.  North  Korea  strongly  denies  involvement  and  has  an- 
noimced  their  readiness  to  respond  fully  to  any  military  actions.  On 
May  27,  they  formally  armulled  all  military  agreements  with  South  Ko- 
rea. Meanwhile,  China,  as  North  Korea's  closest  ally,  has  not  taken  a 
clear  position.  However,  the  threat  of  war  has  increased  after  ten  Soutli 
Korean  warships  undertook  various  exercises  with  the  US.'"  Besides 
that,  a  post-Chon  An  crisis  has  emerged  after  the  US  Department  of 


'  "N  Korean  torpedo  sank  Chona  An,  says  investigators,"  jaiw's  Defence  Weekly,  47(21),  26  May 
2010,  p.  10. 

''  "South  Korea  launches  radical  military  overhaul,"  jane's  Defence  Weeklx/,  47  (19),  12  May  2010,  p. 
17. 

'°  "Tensions  rise  of  Chon  An  sinl<ing,"  jane's  Defence  Weekh/,  47  (22),  2  June  201:  p.  5. 
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Defense  released  a  report  one  month  earlier  stating  that  North  Korea 
will  be  able  to  latinch  ballistic  missiles  with  nuclear  warheads  within 
the  coming  decade." 

Japan 

For  the  first  time  since  World  War  II,  Japan  will  open  a  military 
base  overseas  in  Djibouti — close  to  Somalia  and  Yemen  near  the  Red 
Sea — to  accommodate  their  troops  who  are  involved  in  anti-piracy 
operations  in  the  Gulf  of  Aden.^^  jhis  US$40  million  base  should  be  op- 
erational by  early  2011.  Right  now,  there  are  150  members  of  the  Japan 
Ground  Self-Defense  Force  and  Japan  Air  Self-Defense  Force  based  in 
Djibouti.  This  development  points  to  the  more  active  Japanese  mili- 
tary outside  their  own  state  borders,  especially  in  various  international 
missions. 

Additionally,  the  Japanese  Defense  Miiiistry  is  also  weighing 
participation  in  various  international  defense  technology  cooperative 
projects  to  save  their  own  domestic  defense  industry.^^  jj^^  despite  the 
fact  that,  up  to  now,  the  "Hiree  Principles"  policy  (which  emerged  in 
1967  and  was  renewed  most  recently  in  1983)  that  prohibits  Japan  from 
exporting  weapons  technology  is  still  in  place.  This  policy,  according 
to  several  defense  industry  representatives,  increasingly  hampers  Ja- 
pan's ability  to  join  in  national  consortia  and  advance  their  techno- 
logical developments.  These  considerations,  along  with  other  strate- 
gic issues,  will  be  put  forward  in  the  Council  on  Security  and  Defence 
Capabilities  for  a  New  Era  discussion  that  will  present  a  report  to  the 
government  at  the  end  of  this  year  as  a  part  of  National  Defence  Pro- 
gram Guidelines. 

Strategic  Developments  in  the  Southeast  Asian  Region 

Brunei  Darussalam 

In  May,  several  photos  appeared  depicting  new  Offshore  Patrol 
Vessels  (OPV)  built  by  Lurssen  Wert  (of  Germany)  for  the  Royal  Brunei 


"  ^"^"^  ^^P^bility  'within  decade',"  Jane's  Defence  Weekly, 

47(6),  10  February  2010:  p.  18. 

"  20ia  p  5         ^^^^  '""''^'^  ^''^^  ^  post-war  era,"  Jane's  Defence  Weekly,  47(18),  5  May 

"  "Japan  reviews  military  export  ban,"  Jane's  Defence  Weekly,  47(18),  5  May  2010:  p.  17. 
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Navy.''*  Plans  to  build  these  ships  (which  will  eventually  total  three) 
along  with  four  41  M  Itjihad-class  patrol  boats,  has  never  been  officially 
recognized  by  the  Brunei  government. 

Malaysia 

On  the  sidelines  of  the  Defense  Services  Asia  expo  held  in  Kua- 
la Lumpur  on  April  19-22,  the  Malaysian  government  signed  twenty 
defense  contracts  worth  of  US$106.77  million,  issued  Letters  of  Ac- 
ceptance to  the  tune  of  US$527  million,  and  Letters  of  Intent  totaling 
US$2.59  billion.*^  These  agreements  include  a  contract  with  DCNS  (of 
France)  worth  US$40.14  million  to  provide  navigation  safety  systems, 
combat  systems,  sensors  and  periscope  stimulators  intended  for  the 
Scorpene  submarines  that  Malaysia  currently  owns.  There  was  also  a 
three-year  contract  worth  US$31.2  million  with  Sukhoi  (of  Russia)  to 
provide  various  spare  parts  and  technical  help  for  their  Su-30  MKM 
fighter  jet  squadron,  along  with  a  contract  with  Eurocopter  for  the  pro- 
vision of  twelve  EC  725  Cougar  helicopters  worth  US$  499  million.  The 
remaining  contracts  were  given  to  various  local  Malaysian  companies, 
including  a  contract  with  Deftech  to  build  and  produce  domestically 
AV8  Army  Field  Vehicles  (AFVs)  worth  US$2.49  miUion.*^ 

Malaysia  also  armoimced  that  they  need  additional  surface  ships 
to  cover  their  operational  periods,  for  which  they  must  have  six  boats 
ready  to  launch  simultaneously  at  any  time.^^  Three  will  be  launched  in 
the  waters  of  East  Malaysia,  and  three  others  from  the  Malaysian  Pen- 
insula. Right  now,  the  total  number  of  Malaysian  Navy  surface  ships 
that  are  ready  for  patrol  operations  is  less  than  40  imits.  This  strength 
is  seen  as  lacking  after  the  Navy  handed  over  seventeen  boats  to  the 
Malaysian  Maritime  Enforcement  Agency  in  2005-06  and  witli  tlie  lack 
of  clarity  in  the  Kedah-class  Next  Generation  Patrol  Vessels  program. 

Myanmar 

For  the  last  two  months,  issues  in  Myarunar  have  returned  to  the 
forefront,  with  the  defection  of  a  Burmese  military  officer  (a  Moscow- 

"  "New  photos  lift  veil  of  secrecy  over  Brunei  offshore  patrol  vessels,"  Jane's  Navy  lutematiaml, 
115(  4)  (May  2010):  p.  4. 

"DSA  Contracts  Signed/'  Defence  Revieiu  Asia,  Vol.  4,  No.  3  (May  2010):  p.  10. 
"Malaysia  signs  a  raft  of  defence  contracts,"  jane's  Defence  Weekl}/,  47  (17),  28  April  2010:  p.  10. 
"  "Malaysia  calls  for  more  surface  vessels,"  jane's  Defence  Weekly,  47  (18),  5  May  2010,  p.  5. 
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educated  Major)  who  leaked  several  documents  and  photos  of  the 
country's  nuclear  program.  Although  rumors  about  the  Yangon  re- 
gime's desire  to  acquire  nuclear  teclmology  had  already  emerged  as 
early  as  2001,  the  "concrete"  evidence  that  has  appeared  recently  has 
strengthened  even  more  the  international  community's  suspicions  that 
Myanmar  could  become  "a  second  North  Korea"  in  Southeast  Asia. 
According  to  the  Major,  who  admitted  to  working  in  Myanmar 's  nu- 
clear program,  he  participated  in  building  two  "special  factories"  that 
would  be  used  as  locations  to  develop  nuclear  technology — known  as 
Science  and  Technology  Development  Regiment  no.  1,  Thabeikkyin.  It 
seems  that  the  machines  in  this  factory  were  indeed  capable  of  produc- 
ing uranium  hexafluoride  gas  (important  in  the  uranium  enrichment 
process)  and  uranium  metal  ingots  from  uranium  tetraflouride.  Al- 
though the  leaked  documentation  has  not  yet  given  a  final  verdict  on 
Myanmar 's  nuclear  program,  the  desire  of  Yangon  to  master  nuclear 
weapons  technology  violates  several  ASEAN  treaties  and  has  the  po- 
tential to  disturb  regional  stability. 

However,  at  the  same  time,  domestic  tensions  are  increasing  be- 
tween the  military  jxmtarand  the  Kachin  Independence  Army  (KIA), 
which  continues  to  reject  their  "consolidation"  into  the  military  com- 
mand structure  of  Myanmar  (Tatmadaw)  as  a  Border  Guard  Force 
(BGF).i«  This  despite  the  fact  that  April  28  was  the  one  year  anniver- 
sary of  the  SPDC  junta's  announcement  of  plans  to  integrate  approxi- 
mately twenty  groups  of  rebels  into  the  Tatmadaw.  In  the  midst  of  this 
uncertainty,  a  coordinated  bomb  explosion  struck  Yangon  this  past 
April  15.  Two  days  later,  seventeen  bombs  exploded  at  the  site  of  the 
hydropower  electric  project  near  the  northern  section  of  Myitkina — 
which  reportedly  threatened  the  existence  of  roughly  60  ethnic  Kachin 
villages. 

Singapore 

At  the  start  of  April,  the  first  five  F-15SG  Eagle  Combat  fighter  jets 
(from  a  total  of  24  that  were  ordered)  officially  arrived  at  Singapore's 
Paya  Lebar  Air  Base  after  a  ten-month  development  and  pilot-training 


"*  "Myanmar's  insurgents  refuse  subordination,"  Jane's  Intelligence  Weekly,  2  (16),  5  May  2010): 
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phase  at  Mountain  Home  Air  Force  Base,  Idaho,  USA  The  Singapore 
detachment  on  the  aforementioned  US  base  was  established  in  October 
2008  and  includes  250  personnel  of  the  Royal  Singaporean  Air  Force 
(RSAF),  including  pilots  and  air  crew,  who  will  operate  up  to  twelve 
F-15SGs  (up  to  25  in  the  future).  These  F-15SG  fighter  jets  are  the  most 
advanced  variant  of  the  Eagle,  complete  with  Raytheon  AN/APG-63 
(V)3  Active  Electronically  Scanned  Array  (AESA)  radar,  AIM-120C  Ad- 
vanced Medium  Range  Air-to- Air  Missiles  (AMRAAM),  AIM-9X  Side- 
winder short-range  air-to-air  missiles.  Joint  Direct  Attack  Munitioris 
(JDAM)  and  AGM-154  Joint  Stand-Off  Weapons  (JSOW). 

Vietnam- 
Vietnam  is  developing  their  maritime  surveillance  strength  after 
they  bought  six  DHC-6  Twin  Otter  Series  400  amphibious  aircraft  from 
Viking  Air  company  (of  Canada). This  contract  is  the  first  time  this 
communist  country  has  bought  Western-made  airplanes,  and  it  forms 
the  first  fixed  wing  asset  of  the  Vietnamese  Navy  (PAVN).  It  is  reported 
that  these  planes  (each  worth  approximately  US$5-6  million)  will  be 
used  for  transportation,  resupply,  maritime  surveillance  and  search- 
and-rescue  in  the  waters  of  Vietnam.  This  development  in  their  mari- 
time strength  began  around  2005. 

Developments  in  the  Regional  Defense  Industry 

Following  global  economic  developments  that  have  almost  reco- 
vered after  the  2008  crisis,  several  of  the  world's  largest  defense  compa- 
nies have  begun  looking  at  the  Asia  Pacific  region.  Northrop  Gnmmian 
(NG),  the  fourth-largest  weapons  company  in  the  world,^^  specifically 
stated  that  stagnation  in  America's  defense  budget  this  year  is  one  of 
the  main  reasons  why  they  have  started  entering  the  Asia  Pacific  mar- 
ket.^ NG  has  established  representative  offices  in  Australia,  India,  Si- 
ngapore, Taiwan,  Japan,  and  South  Korea  to  support  tlieir  expansion. 


"  "First  five  Singaporean  F-15SGs  arrive  in-country,"  jane's  Defence  Weekly,  47(15),  14  April  2010: 
p.  32. 

^°  "Vietnam  buys  Twin  Otter  amphibians,"  Jane's  Defence  Weekly,  47  (19),  12  May  2010:  p.  15. 

^'  The  world  rankings  of  global  weapons  companies  can  be  seen  at  Stockholm  Inlernalionnl  Peace 

Research  Institute  (SIPRI),  <http://www.sipri.org/research/armaments/production/ToplOO/ 

data>,  accessed  June  20,  2010. 
22  "Flat  US  drives  NG  into  Asia-Pacific,"  jane's  Defence  Weekly,  47  (6),  10  February  2010:  p.  23. 
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One  of  their  latest  projects  is  the  provision  of  command-and-control 
Joint  Operations  Center  (JOC)  systems  for  the  Brunei  military  (RBAF). 

Boeing,  the  third-largest  weapons  company  in  the  world,  also  has 
plans  to  increase  their  sales  performance  in  the  Asia  Pacific  region.  In 
2009,  roughly  16  percent  of  their  total  weapons  sales  (worth  roughly 
US$34  billion)  came  from  Asia — an  increase  from  only  7  percent  six 
years  ago.^  In  the  future,  Boeing  plans  to  raise  this  figure  to  25  percent 
in  2015. 

Lockheed  Martin,  the  second-largest  weapons  company  in  the 
world,  also  has  plans  to  reach  out  to  the  Asia  Pacific  region  to  expand 
the  market  for  selling  their  F-35  Lightning  II  Joint  Strike  Fighter  (JSF) 
fighter  jets.  Lockheed  Martin  is  targeting  an  increase  in  their  produc- 
tion of  F-35s  to  reach  240  units  per  year  (100  units  more  than  the  needs 
of  the  US  Air  Force)  and  is  working  to  make  Japan,  Singapore,  and 
South  Korea  into  three  priority  countries  for  export  under  the  US  Fo- 
reign Military  Sales  schematic.^^ 

The  largest  weapons  company  in  Europe,  EADS,  is  also  working 
to  increase  their  market  share  in  the  South  Korean  defense  market,  es- 
pecially through  the  Korea  Attack  Helicopter  (KAH)  and  Korea  Fighter 
X  (KFX)  programs.^  This  plan  follows  the  success  of  EADS  coming  out 
with  its  Korea  Utility  Helicopter  (KUH)  program,  which  was  flown 
last  month  for  the  first  time.  Regional  weapons  companies  also  have 
begim  to  compete  in  the  Southeast  Asia  region,  including,  for  example, 
a  new  Chinese-owned  company.  Aerospace  Long-March  International 
(ALIT),  which  produces  various  aerospace  equipment  and  specializes 
in  long-range  multiple  rocket  launchers  and  immanned  aerial  vehi- 
cles.Even  Pakistan  is  also  planning  to  increase  its  weapons  exports  to 
Southeast  Asia,  the  Middle  East,  and  Africa.  This  plan  follows  heavy 
growth  in  their  weapons  exports,  which  reached  US$400  million  per 
aimum  in  2009  (an  increase  of  300  percent  from  a  decade  ago).^^ 


»rbid. 

^^Lockheed  Martin  targets  Asia  Pacific,"  Jane's  Defence  Weekly,  47  (20),  19  May  2010:  p.  19. 
^'^  "EADS  challenges  US  dominance  of  SK  market/'  Jane's  Defence  Weekly,  47  (16),  21  April  2010:  p. 
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At  the  same  time,  the  Korean  company  Daewoo  Shipbuilding  and 
Marine  Engineering  (DSME)  is  also  soon  to  begin  building  a  shipyard 
in  Pahang,  Malaysia  to  hilfill  regional  navies'  requests.^^  This  construc- 
tion is  being  conducted  in  collaboration  with  the  local  company  TG 
Agas  and  is  hoped  to  reach  completion  in  2012  or  2013.  However,  on 
the  other  hand,  Malaysia's  plans  to  establish  the  ASEAN  Security  and 
Defense  Industry  Coimcil  (ASDIC)  were  officially  cancelled  last  April. 

Kuala  Lumpur's  proposal  to  found  ASDIC — copying  the  model  of 
the  European  Defence  Agency — should  have  received  official  approval 
at  last  May's  ASEAN  Defense  Ministers'  meeting.  However,  according 
to  reports,  Indonesia  and  Singapore  took  exception. 

Implications  for  Indonesia 

The  above  discussion  suggests  that  Indonesia's  strategic  environ- 
ment, especially  as  measured  by  military  technology  and  the  defense 
industry,  is  undergoing  significant  and  fast  changes.  First,  military 
modernization  by  regional  states  like  Australia,  China,  India,  Brunei, 
Vietnam,  Malaysia,  Singapore — and  the  nature  of  their  defense  acqui- 
sition priorities — ^points  out  how  far  Indonesia  has  been  left  behind 
in  defense  technological  development.  The  classic  reason  often  put 
forward  to  "correct"  our  inability  to  adapt  quickly  is  usually  fimding 
restraints.  However,  we  should  be  able  to  overcome  fimding  issues  if 
defense  management  guidelines  and  practices — ^broadly  defined,  from 
acquisitions  to  budget  efficiency — can  be  properly  executed. 

Second,  concerns  over  "Network  Centric  Warfare"  and  a  "Revo- 
lution in  Military  Affairs"  {Revolusi  Krida  Yudha)  stiU  dominate  the  de- 
fense planning  and  acquisitions  of  regional  states.  This  can  be  seen, 
for  example,  in  the  focus  on  the  newest  generation  of  fighter  jets  and 
warships,  as  well  as  the  integration  of  C4ISR.  From  the  technological 
side,  Indonesia's  backwardness  in  these  areas  could  not  only  cause 
our  increasing  "irrelevance"  in  the  regional  strategic  balance,  but  in 
the  increasing  difficulty  for  us  to  establish  military  cooperation  in  the 
context  of  joint  operations  (i.e.  inter-operability  constraints)  witli  ad- 
vanced regional  militaries. 

2»  "DSME  to  build  yard  in  Malaysia,"  Jane's  Defence  Weekhj,  47  (17),  28  April  2010:  p.  21. 
2''  "Malaysia  scraps  ASEAN  defence  industry  council  plan,"  Jane's  Defence  Weekly,  47  (17),  28  April 
2010:  p.  21. 
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Third,  as  the  world's  largest  defense  companies  shift  to  the  Asia 
Pacific  region,  and  as  the  regional  defense  industry  flexes  its  muscles, 
it  points  to  the  fact  that  Indonesia  has  plenty  of  choices  in  determining 
the  provider  of  our  weapons  equipment.  Although  this  can  be  seen 
as  a  positive  development  for  Indonesia,  which  has  gotten  most  of  its 
defense  equipment  platform  from  Western  countries,  if  the  Ministry 
of  Defense  is  not  careful  in  their  planning,  it  is  likely  that  our  defense 
equipment  inventory  will  become  "more  complicated."  This  is  because 
we  already  have  173  defense  equipment  systems  from  seventeen  coun- 
tries, and  additional  variation  without  paying  attention  to  compatibi- 
lity between  platforms,  support  systems,  and  whole-sale  services  as 
well  as  technology  transfer,  will  only  hurt  Indonesia  in  the  long  run — • 
in  terms  of  financial  cost,  inter-operability,  and  defense  readiness. 

But  in  the  midst  of  all  these  changes,  "old"  issues  still  haimt  the  re- 
gion. In  this  regard,  the  legacy  of  the  Cold  War  on  the  Korean  Peninsula 
sni  has  potential  to  explode — either  in  the  form  of  an  armed  conflict  or 
a  nuclear  confrontation.  Instability  in  East  Asia  will,  of  course,  impact 
Indonesia  economically  and  geo-strategically  in  its  northern  defense 
zone.  Besides  that,  the  problem  in  Myanmar  also  has  the  potential  to 
disrupt  Southeast  Asian  stability  and  weaken  Indonesia's  leadership 
in  ASEAN  next  year.  This  does  not  yet  include  the  effects  on  plans  for 
integration  of  the  ASEAN  Community. 

Finally,  the  government,  in  this  case  the  Ministry  of  Defense  and 
the  Foreign  Ministry,  must  pay  careful  attention  to  developments  in 
our  strategic  environment  that  are  changing  rapidly.  This  is  important 
to  strengthen  Indonesia's  strategic  assessment  as  the  foundation  for 
defense  planning  and  development  in  the  future.  Furthermore,  Indo- 
nesia must  increase  its  active  role  in  regional  diplomacy  to  participate 
in  defusing  tension  on  the  Korean  Peninsula  while  simultaneously 
pushing  ASEAN  to  actively  partake  in  "safeguarding"  Myanmar 's  po- 
litical transition  in  the  coming  months. 
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General  Overview 

The  latest  macroeconomic  data  in  general  showed  that  the  Indo- 
nesia's economy  followed  positive  developments  in  the  first  semester 
of  2010,  with  some  progresses  in  economic  growth  and  international 
trade.  Following  the  previous  quarter's  performance,  the  country's 
macroeconomic  performance  in  the  second  quarter  of  2010  continued 
to  signal  positive  developments  with  a  minor  threat  of  soaring  con- 
sumer prices  because  of  the  increases  in  electricity  base  tariff  (TDL) 
and  several  basic  foods  prices.  Strong  export  and  import  growths  were 
some  of  the  effects  of  the  world's  recovery  from  crisis.  Other  data  of 
monetary  and  real  sectors  illustrated  a  condition  as  optimistic  as  that 
of  the  preceding  months  including  the  relatively  stable  domestic  inter- 
est rates. 

In  the  beginning  of  the  second  quarter  of  2010,  specifically  in  April 
2010,  many  economic  experts  tiled  to  connect  Indonesia's  economic 
development  with  the  Euro  crisis,  especially  the  Greek  crisis  to  see 
whether  the  crisis  had  affected  or  would  affect  Indonesia's  economy. 
Some  reports  foimd  that  the  Greek  crisis  currently  had  only  influenced 
Indonesia's  financial  market,  particularly  the  flow  of  the  short-run 
capital  resulting  in  a  significant  fall  in  Indonesia's  stock  exchange  in- 
dex in  the  beginning  of  April  2010.  During  the  second  quarter  of  2010, 
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the  exchange  rate  of  Rupiah  against  the  US  Dollar  suffered  deprecia- 
tion, ranging  between  IDR  9,000  -  9,400  per  1  USD,  and  IDX  fell  quite 
significantly  to  2,500.  However,  its  impact  on  the  real  market  had  not 
been  detected  and  the  trade  data  continued  to  show  positive  growths. 

In  the  last  section,  we  discussed  one  of  the  major  issues  in  the  sec- 
ond quarter  of  2010,  such  as  the  government's  optimism  in  enhancing 
investment,  especially  between  Indonesia  and  European  Union  (EU). 
The  interests  of  the  World  Bank  and  US  Exim  Bank  in  financing  energy- 
sector  in  Indonesia  is  one  of  the  main  economic  developments  as  this 
wiU  be  in  Line  with  the  goverriment's  goal  to  strengthen  the  infrastruc- 
tures. 

Economic  Growth 

The  second  quarter  of  2010  recorded  the  country's  highest  eco- 
nomic growth  since  the  global  recession  started  in  the  second  semester 
of  2008.  Indonesia's  economic  growth  in  the  second  quarter  of  2010  was 
6.2%  (year-on-year).  This  succeeded  the  figure  in  the  previous  quarter 
of  5.7%.  On  the  quarterly  basis,  the  economy  grew  by  2.8%  compared 
to  that  of  in  the  ear  Her  quarter. 

This  positive  signal  should  be  maintained  continuously  by  the 
goverrmient.  It  is  hoped  that  the  government's  assumption  of  5.8% 
economic  growth  in  2010  would  be  achieved.  Some  observers  also  ex- 
pected that  Indonesia's  economic  growth  could  be  more  than  5.8%, 
ranging  between  5.8-6.2%.  If  it  happened,  Lidonesia  would  become 
one  of  the  countries  in  the  world  that  recorded  the  highest  economic 
growth  (more  than  5.5%)  after  the  2008  crisis  and  Greek  crisis. 

Production  Side 

On  the  production  side,  the  highest  quarter  to  quarter  growth  was 
shown  by  transportation  and  communication  sector  (5%)  followed 
by  electricity,  gas,  and  water  (4.8%),  services  (3.7%),  and  agriculture, 
livestock,  forestry,  and  fishery  sector  (3.4%).  Transportation  and  com- 
munication was  also  one  of  the  main  sectors  that  recorded  promising 
growth  year-on-year  (12.9%),  followed  by  trade,  hotel,  and  restaurant 
(9.6%),  construction  (7.2%),  financial,  ownership,  and  business  (6.1%), 
and  electricity,  gas,  and  water  sector  (4.8%)  (see  Table  1). 


384  THE  INDONESIAN  QUARTERLY,  Vol.  38,  No.  3,  2010 

Table  1.  GDP  growth  components:  Production  side  (in  percent) 
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2,9 
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Source:  BPS 


In  terms  of  its  contribution  to  the  GDP  structure,  manufacturing 
contributed  24.9%  in  the  second  quarter  of  2010,  which  was  the  low- 
est contribution  of  manufacturing  in  the  last  four  quarters.  The  lowest 
contribution  was  attributed  by  electricity,  gas,  and  water  sector  (see 
Table  2). 

In  the  second  quarter  of  2010,  only  two  sectors,  services  and  con- 
struction sectors,  managed  to  record  positive  growths  with  respect  to 
contributions  to  GDP  compared  to  Ql  2010.  Contributions  of  transpor- 
tation and  commtmication  sector  (6.2%)  and  electricity,  gas,  and  water 
sector  (0.8%)  remained  the  same.  While  the  rest  of  the  sectors  showed 
a  weakening  path  compared  to  Ql  2010. 

Expenditure  Side 

On  the  consumption  side,  most  sectors  showed  positive  growth 
rates  in  the  second  quarter  of  2010  compared  to  the  same  period  in 
2009.  Household  consumption  grew  by  5%,  while  government  con- 
sumption dropped  by  9%  since  Q2  2009.  Meanwhile,  gross  capital 
fixed  formation  increased  by  8%  after  having  been  at  its  lowest  level 
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in  2009  due  to  the  global  economic  crisis.  Moreover,  as  a  consequence 
of  last  year's  deteriorating  external  demand  to  Indonesia's  products, 
this  year  witnessed  strong  year-on-year  growths  in  both  export  and 
import,  i.e.  14.6%  and  17.7%  in  the  second  quarter,  slightly  dropped 
from  the  previous  quarter  (19.6%  and  22.6%)  (see  table  3). 

Table  2,   GDP  structure  by  components:  Production  side,  current 
price  (in  percent) 
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Trade,  Hotel,  and  Restaurant 

13,3 
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13,7 
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Financial,  Ownership,  and  Business 
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Services 
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100,0 

100,0 

100,0 

100,0 

GDP  without  Oil  and  Gas 

92,0 

92,0 

91,9 

91,9 

Source:  BPS 

In  the  second  quarter  of  2010,  orily  two  sectors,  services  and  con- 
struction sectors,  managed  to  record  positive  growths  with  respect  to 
contributions  to  GDP  compared  to  Ql  2010.  Contributions  of  transpor- 
tation and  commimication  sector  (6.2%)  and  electricity,  gas,  and  water 
sector  (0.8%)  remained  the  same.  While  the  rest  of  the  sectors  showed 
a  weakening  path  compared  to  Ql  2010. 

Expenditure  Side 

On  the  consumption  side,  most  sectors  showed  positive  growth 
rates  in  the  second  quarter  of  2010  compared  to  the  same  period  in 
2009.  Household  consumption  grew  by  5%,  while  government  con- 
sumption dropped  by  9%  since  Q2  2009.  Meanwhile,  gross  capital 
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fixed  formation  increased  by  8%  after  having  been  at  its  lov^est  level 
in  2009  due  to  the  global  economic  crisis.  Moreover,  as  a  consequence 
of  last  year's  deteriorating  external  demand  to  Indonesia's  products, 
this  year  witnessed  strong  year-on-year  growths  in  both  export  and 
import,  i.e.  14.6%  and  17.7%  in  the  second  quarter,  slightly  dropped 
from  the  previous  quarter  (19.6%  and  22.6%)  (see  table  3). 

This  strong  growth  of  household  consumption,  supported  with 
significant  increases  in  trade  and  investment,  has  stabilized  and  pro- 
tected Indonesia  from  the  worst  effects  of  global  economic  crisis,  which 
has  been  a  threat  to  the  economy  since  2008.  Indonesia's  economy  was 
among  the  few  to  record  a  positive  growth  in  the  last  quarter  of  2008, 
besides  Vietnam,  India  and  China,  which  recorded  4.5%,  6.1%,  and 
7.9%  growth,  respectively. 


Table  3.  GDP  growth  components:  Expenditure  side  (in  percent) 


Ql  2010 

Q2  2010 

Ql  2010 

Q2  2010 

Items 

(q  to  q) 

(q  to  q) 

(y-o-y) 

(y-o-y) 

Household  Consumption 

0,9 

1,2 

3,9 

5,0 

Government  Consvimption 

-44,4 

23,5 

-8,8 

-9,0 

Gross  Fixed  Capital  Formation 

-2,4 

2,3 

7,8 

8,0 

Export  of  Goods  and  Services 

-3,8 

2,7 

20,0 

14,6 

Import  of  Goods  and  Services 

-2,4 

5,1 

22,6 

17,7 

1,9 

2,8 

5,7, 

6  2 

Source:  BPS 


Household  consimiption  still  maintains  its  role  as  the  main  com- 
ponent that  boosts  the  GDP  growth  in  the  second  quarter  of  2010,  fol- 
lowed by  export  and  import  goods  and  services  as  well  as  gross  fixed 
capital  formation.  Household  consumption  contributed  56.7%  of  GDP 
growth  in  the  second  quarter  of  2010  followed  by  gross  fixed  capital 
formation  (31.6%),  export  (23.8%),  and  import  (22.6%),  and  govern- 
ment consumption  (8.5%).  The  contribution  of  household  consump- 
tion decreased  compared  to  those  of  in  Ql  2009,  Q2  2009,  and  Ql  2010. 
Meanwhile,  government  consumption  contributed  dynamically  since 
Ql  2009,  ranging  between,  6-10%.  Otherwise,  gross  fixed  capital  forma- 
tion, export,  and  import  showed  the  stable/steady  contributions  since 
Ql  2009  with  changes  in  contribution  of  less  than  2%  (see  table  4). 
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Table  4.   GDP  structure  by  components:  Expenditure  side,  current 
price  (in  percent) 


01 
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2009 
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Household  Consumption 

60,9 

58,2 

57,8 

56,7 

Government  Consumption 

7,6 

9,8 

6,7 

8,5 

Gross  Fixed  Capital  Formation 

30,4 

30,6 

31,3 

31,6 

Inventory  Changes 

-0,4 

0,3 

0,5 

0,7 

Statistics  Discrepancy 

-1,6 

-1,8 

1,5 

1,3 

Export  of  Goods  and  Services 

23,4 

23,3 

24,2 

23,8 

Import  of  Goods  and  Services 

20,3 

20,4 

22,0 

22,6 

100,0 

100,0 

100,0 

100,0 

Source:  BPS 


Monetary  Development 

The  monetary  development  in  the  second  quarter  of  2010  showed 
unpromising  trend  as  reflected  in  the  rupiah  exchange  rate  and  Indo- 
nesian stock  price  rnovement.  Rupiah  against  the  US  Dollar  tends  to 
show  depreciation,  ranging  between  IDR  9,000  to  9,400  per  1  USD. 
Meanwhile,  IDX  also  dropped  to  nearly  2,500  at  the  end  of  May  2010. 
It  happened  as  the  market's  reaction  to  the  resignation  of  Sri  Mulyani 
as  the  Minister  of  Finance  and  the  effect  of  the  European  crisis,  espe- 
cially the  Greek  crisis.  Since  June  2010,  however,  IDX  and  Rupiah  had 
recovered. 

The  month  of  Jime  showed  a  relatively  high  inflation  rate  com- 
pared to  the  earlier  months.  Year-on-year  inflation  rate  was  5.1%  and 
month-on-month  inflation  rate  was  almost  1%.  Afl:er  enjoying  a  period 
of  low  inflation,  the  sudden  price  increase  in  Jime  is  mainly  the  conse- 
quences of  vigorous  economic  activities,  the  shift  of  academic  calendar, 
and  the  goverrunent's  plan  to  rise  the  electricity  base  tariff.  All  the 
above  considered,  the  government's  target  of  5.3%  inflation  rate  this 
year  might  not  be  realized. 

Exchange  Rate  and  Stock  Exchange 

In  the  second  quarter  of  2010,  Indonesia's  financial  market  showed 
mix  figures.   Inifially  hidonesia's  financial  market  continued  to  be 
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bullish  in  April  2010,  despite  a  tumble  at  the  beginning  of  May.  Figure 
1  below  shows  that  since  February,  the  stock  prices  and  Rupiah  ex- 
change rate  have  been  strengthened.  The  composite  stock  price  index 
rose  by  approximately  5%  during  the  month  while  Rupiah  exchange 
rate  managed  to  hover  around  IDR  9,000  per  1  USD. 


Figure  1.  Exchange  Rate  and  Stock  Exchange,  January  -  mid  August 
2010 


Source:  CEIC  Asia  database 


However,  both  the  Rupiah  currency  rate  against  the  US  Dollar 
and  Indonesia's  composite  stock  price  index  (IDX)  showed  weakeriing 
signs  during  May  2010.  Rupiah  was  depreciating  against  the  green- 
back by  about  350  basis  points  before  re-appreciating  at  the  end  of  the 
month  to  IDR  9,180  per  1  USD.  The  depreciation  most  likely  is  caused 
by  the  relatively  stronger  US  Dollar  as  the  result  of  the  fall  of  Euro  va- 
lue. Likewise,  IDX  decreased  by  approximately  15%  during  the  montli, 
although  it  rose  to  2,797  on  the  last  day  of  May  This  bearish  situation 
was  also  attributed  to  the  international  negative  sentiment  caused  by 
the  Greek  fiscal  crisis  and  the  announcement  of  resignation  of  Sri  Mu- 
lyani,  the  then  Minister  of  Finance. 

After  a  temporary  weakening  in  May,  stock  prices  and  Rupiah 
against  US  Dollar  bounced  back  in  Jime,  continuing  the  strengthen- 
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ing  trend  during  the  year.  Although  the  fluctuation  corresponded  to 
the  movement  of  regional  and  global  financial  market,  the  capital  in- 
flow to  the  country  in  June  was  the  result  of  its  sound  macroeconomic 
performance.  Therefore,  in  the  upcoming  months,  although  the  IDX 
and  Rupiah's  performance  against  the  US  Dollar  will  parfly  depend 
on  the  external  factors,  i.e.  the  world's  concerted  efforts  in  overcoming 
crisis  which  currenfly  was  sourced  in  the  Europe  (and  potentially,  the 
States),  their  tendency  will  most  like  be  bullish,  with  the  central  bank 
keeping  the  Rupiah  exchange  rate  in  control. 

Inflation  and  Real  Sector 

Inflation  in  the  second  quarter  of  2010  was  quite  modest.  In  April, 
there  was  almost  no  general  price  increase  as  the  monthly  inflation  rate 
was  merely  0.15%  and  the  year-on-year  inflation  has  been  at  the  steady 
level  of  3.9%  for  the  last  two  months  and  May's  inflation  was  also  in 
control,  recording  an  increase  of  4.2%  (year-on-year)  and  0.3%  (month- 
on-month).  The  largest  contributor  of  this  inflation  rate  has  been  the 
same  for  most  of  the  time,  i.e.  products  in  the  group  of  processed  food, 
beverages,  and  tobaccovx. 

However,  June  sees  a  relatively  high  inflation  rate  compared  to  the 
rates  in  earlier  montiis  (see  Figure  2).  Year-on-year  inflation  rate  was 
5.1%  and  month-on-month  inflation  rate  was  almost  1%.  After  enjoy- 
ing a  period  of  low  inflation,  the  sudden  price  increase  in  Jime  might 
be  caused  by  the  vigorous  economic  activities,  the  shift  of  academic 
calendar,  and  the  government's  plan  to  rise  the  electricity  base  tariff. 
Observers  predicted  tiiat  the  government's  target  of  5.3%  inflation  rate 
this  year  would  not  be  achieved  due  to  the  rise  of  electricity  base  tariff. 
Nevertheless,  other  factors,  such  as  fluctuations  of  the  world's  oil  price 
and  central  bank's  efforts  in  maintaining  the  inflation  level,  would  play 
important  roles  in  easing  the  2010  inflation  rate. 

As  the  inflation  was  relatively  under  control,  BI  rate  was  still  set  at 
6.5%  all  through  the  second  quarter  of  2010.  Up  to  Jime  2010,  this  rate 
was  the  lowest  in  the  coimtry's  historical  policy  rate  and  has  been  at 
that  level  for  the  last  11  months.  This  rate  was  maintained  to  keep  the 
inflation  rate  in  control,  as  well  as  to  boost  the  economy.  Up  until  the 
last  available  data  of  May  2010,  the  BI  rate  had  brought  down  the  lend- 
ing rate  of  working  capital  by  103  bps.  The  three-month  deposit  rate 
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Figure  2.  Inflation,  June  2009-June  2010  (y-o-y) 
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had  also  diminished  twice  than  that  of  the  lending  rate,  i.e.  201  bps. 
This  showed  that  the  low  BI  rate  had  been  followed  by  the  upward  ten- 
dency of  commercial  banks'  interest  margin  between  the  lending  rate 
and  the  deposit  rate.  This  might  imply  that  the  expansionary  policy  rate 
had  not  completely  been  translated  into  a  sufficient  trim  of  credit  rate. 

Figure  3.  Retail  Sales  Index  and  Motor  Vehicle  Sales,  since  2008 
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In  addition  to  the  above  buoyant  macroeconomic  data,  the  real 
sector  also  provided  positive  signals  and  showed  the  country's  vibrant 
economy.  Data  on  retail  sales  index,  for  example,  showed  slight  in- 
creases in  March  following  the  data  of  the  previous  months.  Motorcycle 
and  motor  vehicle  sales  recorded  respectively  13%  and  17%  increases 
in  March,  compared  to  February.  Data  of  motorcycle  sales  in  June  2010 
was  also  very  encouraging  as  the  sales  were  the  highest  monthly  sales 
in  the  country's  record.  June's  motor  vehicle  sales  of  70,386  units  broke 
the  country's  historical  record  of  monthly  sales.  Figure  3  below  shows 
that  the  retail  sales  index  was  steadily  increasing  since  2008  up  until 
the  last  data  of  June  2010,  except  during  the  world's  crisis  period  at  the 
end  of  2008.  All  these  serve  as  positive  signals  to  international  inves- 
tors in  exploring  business  opportunities  inside  the  coimtry. 

Trade  Performance 

After  experiencing  the  negative  impact  of  the  global  economic 
crisis  in  the  last  quarter  of  2008,  Indonesia's  oil  and  gas  export  in  the 
second  quarter  of  2010  showed  positive  progresses  following  a  sim- 
ilar trend  as  that  of  that  started  since  Ql  2009  (Figure  4).  The  same 
trend  was  recorded  on  the  import  side.  In  Q2  2010,  oil  and  gas  export 
amoimted  to  USD  6.95  billion.  This  nimiber  was  higher  than  that  of  Ql 
2010  (USD  6.5  billion).  Meanwhile,  oil  and  gas  import  increased  from 
USD  4.5  billion  in  Ql  2010  to  USD  5  bilHon  in  Q2  2010.  It  is  expected 
that  in  the  next  quarter,  both  export  and  import  (oil  and  gas)  will  con- 
tinue to  increase. 

Like  trade  performance  on  oil  and  gas,  as  shown  in  Figure  5,  non 
oil  and  gas  export-import  is  also  showing  a  positive  trend  since  Ql 
2009  following  the  gain  of  momentimi  of  world  economic  recovery 
that  started  since  mid  2009.  In  Q2  2010,  Indonesia's  non  oil  and  gas  ex- 
port reached  USD  30.85  billion.  It  was  higher  than  that  of  Ql  2010,  USD 
28.5  billion.  Meanwhile,  non  oil  and  gas  import  also  went  up  from  USD 
22.1  billion  in  Ql  2010  to  USD  23.8  billion  in  Q2  2010.  The  export  value 
in  Q2  2010  was  the  highest  since  Ql  2008.  This  figure  is  also  expected 
to  increase  as  the  momentum  of  recovery  is  expected  to  continue  in  the 
next  quarter. 
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Figure  4.  Trade  Performance,  Oil  and  Gas,  Ql  2008-Q2  2010  (mil- 
lion USD) 
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Source:  CEIC  Asia  Database 


Figure  5.  Trade  Performance,  Non  Oil  and  Gas,  Ql  2008-Q2  2010 
(million  USD) 
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In  addition  to  the  momentum  of  global  economic  recovery,  this 
positive  trend  can  also  be  attributed  to  the  implementation  of  trade 
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facilitation,  such  as  the  national  single  window  (NSW)  and  one  stop 
shop  (OSS),  in  Indonesia.  The  more  conducive  trade  activities  after  the 
implementation  of  ACFTA  and  other  FTAs  also  accounted  for  rising 
the  volume  of  trade,  both  export  and  import. 

In  brief,  those  recent  positive  trends  showed  the  continuous  re- 
covery of  Indonesia's  trade  performance  from  the  negative  impact  of 
the  2008  global  economic  crisis.  In  fact,  the  second  quarter  trade  ex- 
port and  import  values  have  resumed  to  their  levels  in  the  mid-2008  or 
before  the  crisis  affected  Indonesia's  trade.  This  also  indicates  that  the 
negative  effect  of  the  crisis  on  the  coimtry's  international  trade  perfor- 
mance has  somewhat  disappeared. 

OTHER  ISSUES 

In  the  second  quarter  of  2010,  government's  optimism  in  enhanc- 
ing investment  in  five  priority  sectors,  especially  between  Indonesia 
and  European  Union  (EU),  had  received  a  lot  of  attention.  The  interests 
of  the  World  Bank  and  US  Exim  Bank  in  financing  energy  sector  in  In- 
donesia also  received  a Jot  of  attention  as  the  government  continuously 
trying  to  strengthen  the  infrastructures. 

Government's  optimism  in  enhancing  investment 

In  order  to  achieve  7%  economic  growth,  Indonesia  needs  an  in- 
vestment of  up  to  IDR  2,000  trillion  every  year.  Due  to  the  low  public- 
sector  investment,  Indonesia  will  have  to  rely  on  private  domestic  or 
foreign  direct  investment.  Coordinating  Minister  for  Economic  Affairs, 
Hatta  Rajasa,  expressed  his  optimism,  on  21  May  2010,  that  investments 
both  domestic  and  foreign  direct  investment,  will  be  able  to  reach  IDR 
2,200  trillion  this  year. 

Based  on  his  statement,  Indonesia's  investment  growth  is  expect- 
ed to  rise  in  the  next  few  years,  particularly  in  the  energy  (petrochemi- 
cal) sector.  The  tendency  of  rising  investment  in  the  mineral  and  oil/ 
gas  sectors  will  also  be  followed  by  the  rising  investment  in  the  manu- 
facturing sector,  especially  automotives,  petrochemicals,  etc..  The  op- 
timism seems  plausible  after  the  Coordinating  Minister  for  Economic 
Affairs  received  ministers  and  several  big  CEOs  from  the  United  States 
(US)  to  discuss  renewable  energy.  A  number  of  contracts  had  also  been 
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signed  with  various  US  companies  for  investments  in  energy  projects. 
Besides  energy  investments,  as  mentioned  by  Minister  of  Industry,  MS 
Hidayat,  government  is  also  promoting  the  growth  of  five  prioritized 
industries  which  are  expected  to  become  the  engine  of  Indonesia's  eco- 
nomic growth.  The  five  priority  sectors  include  medical  and  pharma- 
ceutical sectors,  textiles,  garment,  and  footwear  sectors. 

On  Wednesday,  16  Jime  2010,  Indonesia  and  the  European  Union 
(EU)  held  the  European  Union-Indonesia  Business  Dialogue  (EIBD) 
Forum  in  Jakarta.  Through  this  forum,  Indonesia  and  the  European 
Union  aimed  to  enhance  communication  among  their  businessmen  to 
increase  export  and  investment  between  the  two  parties  in  the  five  pri- 
ority sectors.  The  forum  also  identified  opportunities  available  to  in- 
crease exports  and  attract  investment.  In  November  2010,  the  dialogue 
forum  will  be  held  again  and  is  expected  to  facilitate  and  give  inputs  to 
the  governments  of  the  two  parties  and  to  overcome  obstacles  hinder- 
ing economic  relations  between  Indonesia  and  EU. 

A  similar  forum  had  been  held  once  before  and  as  a  commitment 
to  achieve  its  goals,  the  forum  had  formed  nine  working  groups.  Five 
of  them  focused  on  priority  sectors  and  four  others  dealt  with  intersec- 
toral  affairs,  such  as  physical  infrastructure,  services,  law  and  regula- 
tion as  well  as  important  issues  related  to  growth  and  trade  facilities. 
Working  groups  had  also  been  established  for  automotive  and  machi- 
nery sectors,  infrastructure,  and  food  and  beverage  sectors. 

The  head  of  the  EU  delegation  for  Indonesia  and  Brimei  Darus- 
salam,  Julian  Wilson,  said  that  the  dialogue  was  very  important  for 
both  parties  to  expand  their  businesses  to  Europe  and  vice  versa.  Based 
on  statistics,  trade  activities  between  the  two  parties  was  worth  around 
USD  25  biUion  a  year.  Until  now,  Indonesia  has  mostly  been  enjoying  a 
trade  surplus  to  the  region  worth  more  than  USD  13  billion  a  year. 

Meanwhile,  as  one  of  the  coimtry  representatives  in  the  EU,  the 
head  of  the  Indonesia-French  Chamber  of  Commerce  and  Industry  (IF- 
CCI),  Alain  Pierre  Mignon,  said  that  Indonesia  was  a  potential  country 
for  French  companies  to  invest  and  many  French  businessman  were  in- 
terested in  partnering  with  Indonesia's  businessmen.  However,  French 
investors  were  yet  to  receive  correct  and  proper  information  about  In- 
donesia's conditions.  This  was  exactly  what  the  European  Union-In- 
donesia Business  Dialogue  (EIBD)  was  trying  to  address.  EIBD  should 
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be  held  regularly  to  ensure  that  EU  businessmen  will  get  a  better  view 
or  information  about  Indonesia's  conditions. 

Financing  energy  sector  in  Indonesia 

The  infrastructure  development  in  Indonesia  is  showing  a  good 
prospect.  Government  has  seriously  imdertaken  strategic  policy,  insti- 
tutional, and  regulatory  reforms  to  boost  the  prioritized  infrastructure, 
especially  in  the  energy  sector.  Through  intensive  cooperation  with 
several  institutions,  locally  and  globally,  through  public-private  part- 
nerships (PPPs),  government  believes  that  the  infrastructure  develop- 
ment can  be  achieved  as  targeted  in  National  Development  Plan  2010- 
2014. 

On  11  June  2010,  the  World  Bank  has  approved  a  new  investment 
of  USD  750  million  to  help  Indonesia  improve  PLN's  programs,  which 
mainly  focused  on  the  manpower  and  training  sector  and  regional  ad- 
ministration investment  programs.  Joachim  Von  Amsberg,  the  World 
Bank's  Country  Director  for  Indonesia,  said  that  in  the  manpower  sec- 
tor, a  USD  30  million  additional  hmding  had  been  agreed  to  support 
PLN  in  strengthening  its  management  in  the  form  of  Enterprise  Re- 
source Planning  (ERP). 

PLN^s  Finance  Director,  Setio  Anggoro  Dewo,  said  that  the  ERP 
was  an  integrated  information  technological  system,  which  could  help 
PLN  improve  and  increase  its  management,  including  human,  mate- 
rial, and  financial  resources.  The  ERP  system  projects  are  expected  to 
expand  to  Stimatera  and  Sulawesi  and  follow  the  Java  and  Bali's  suc- 
cess story  which  have  managed  to  increase  the  managerial  capabilities 
and  accurate  financial  information. 

On  18  June  2010,  the  Export-Import  (Exim)  Bank  of  the  United 
States  expressed  its  interest  in  financing  Indonesians  second  10,000 
MW  (Mega Watt)  power  project,  which  half  of  it  would  focus  on  geo- 
thermal  energy.  President  of  US  Exim  Bank,  Fred  P  Hochberg,  said 
that  the  bank  would  support  the  potential  cooperation  with  Indonesia 
to  develop  renewable  energy.  Some  of  the  upcoming  projects  from  the 
US  Exim  Bank  are  the  construction  of  5,000  MW  of  geothermal  power 
plants  and  the  balance  of  conventional  power  plants. 
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